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FISCAL STATUS OF OLD-AGE AND SURVIVORS 
INSURANCE PROGRAMS IN THE 
UNITED STATES 


SELMA MUSHKIN * 


b tre Social Security Amendments of 
1954 mark a major step forward 
toward the achievement of a basic sys- 
tem of protection against the economic 
risks of old age and death of the family 
earner. These amendments—approved 
by the President September 1, 1954— 
make several important changes in the 
old-age and survivors insurance pro- 
gram.’ 

(1) Coverage of the program is ex- 
tended to 10 million additional jobs, 
bringing 9 out of each 10 workers under 
this basic program. 

(2) Monthly benefits are increased 
by a change in the benefit formula and 
by a combination of other changes, in- 


* The author is an economist in the Public Health 
Service, Washington, D. C. 


The present article is adapted from an earlier 
report on Fiscal Status of Social Insurances in the 
United States prepared for the 1950 Congress of the 
International Institute of Public Finance. The adap- 
tations are designed to reflect statutory and adminis- 
trative changes and new fiscal data. The material 
presented here deals primarily with the old-age and 
survivors insurance program in the perspective of the 
whole social security structure. 

Opinions expressed are those of the author and do 
not necessarily reflect the views of the Department 
of Health, Education, and Welfare. The author 
wishes to acknowledge the helpful suggestions of 
Nathan Gordon of the Treasury Department. 


1 For detailed account of these changes see Wilbur 
J. Cohen, Robert M. Ball and Robert J. Myers, 
“Social Security Act Amendment of 1954: A Sum- 
mary and Legislative History,” Social Security 
Bulletin, Vol. XVII (September, 1954), pp. 3-18. 


cluding the expansion of coverage and 
the elimination of up to § years of the 
lowest earnings in computing the 
average monthly earnings base for the 
computation of benefits, an increase in 
the maximum limit on credited annual 
earnings (from $3,600 to $4,200 a 
year), and the addition of special pro- 
visions preserving the benefit rights of 
insured persons who have extended 
total disability. 

(3) The tests of retirement are modi- 
fied to afford more opportunity for re- 
tired individuals to supplement their 
benefits by part-time work without loss 
of benefits. 

The social insurance programs in the 
United States were largely born of the 
depression of the ’thirties. However, 
during the almost two decades of opera- 
tion of the old-age and survivors in- 
surance program, and the companion 
program of unemployment insurance, 
much progress has been made in freeing 
the programs from some of the earlier 
depression characteristics, adapting them 
to operate more effectively in a period of 
high employment, and also assuring a 
more flexible instrument to check a 
decline in a community’s consumption 
once a downward spiral has started. By 
a series of amendments to the Social Se- 
curity Act, the latest in 1954, benefits 


149 





150 


have been adjusted, at least in part, to 
levels of postwar earnings, tests of re- 
tirement have been liberalized and for 
older persons (those 72 and over) 
eliminated, coverage has been extended, 
and the financing has been modified. 
Continued efforts are being made to re- 
view and analyze the existing programs 
and to bring about the necessary modi- 
fication to achieve and maintain a high 
level of consumption and employment. 

The 1954 amendments were adopted 
after considerable public discussion, 
much of it directed at the basic premises 
on which the program was founded. 
Not since the program was adopted were 
the issues of a contributory program 
with distinct trust fund financing and 
statutory eligibility requirements so 
actively debated.” The chairman of the 
Subcommittee on Social Security of the 
House Ways and Means Committee, 


Representative Carl T. Curtis, outlined 
one position in transmitting his staff 
report to the full committee with a 
recommendation for a single program 
for all aged persons and for dependent 


children. H.R. 6863, introduced by 
Representative Curtis on January 6, 
1954, was designed to achieve this ob- 
jective by extensive changes in the 
coverage, benefits, and financing of old- 
age and survivors insurance and by 
termination of federal grants for the 
needy aged and for dependent children. 
The amendments adopted, however, 
followed the Administration’s recom- 
mendations which built upon and 
strengthened the existing two-fold pro- 
gram structure of old-age and survivors 
insurance on a contributory basis and 
assistance grants for the needy instead 

2 See, for example, M. Albert Linton, “ The Social 


Security Outlook,” Michigan Business Review, Vol. V 
(July, 1953), pp. 13-21. 
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of abandoning this structure in favor of 
the merged program proposed by Rep- 
resentative Curtis. 

At the outset it might be well to 
summarize briefly three important dif- 
ferences between social insurance in the 
United States and in other nations. The 
range of social insurance protection 
against economic risks in the United 
States is relatively narrow. At present 
the social insurance programs in the 
United States do not generally include 
protection against loss of income dur- 
ing sickness and disability and against 
the costs of medical care.’ Secondly, 
social insurance protection in the United 
States constitutes a relatively low charge 
on payrolls and wages. Combined con- 
tributions of employers and employees 
in industry and commerce now average 
less than 7 per cent of taxable payrolls 
as compared with the much higher rates 
in other nations, sometimes 20 per cent 
or more of payrolls. Moreover, it has 
been estimated that the level premium 
cost of a more comprehensive program 
which would include protection against 
disability and sickness (cash benefits and 
medical care) in addition to insurance 
against old age, survivorship, and un- 
employment might be in the neighbor- 
hood of 14 per cent of payroll. Thirdly, 
the investment policy followed for the 
American social insurance trust funds 
differs from that of most European and 
South American countries. With minor 
exceptions, the approximately $38 
billion in social insurance funds in the 
United States is invested exclusively in 
federal government securities. The 
central fiscal agency of the federal gov- 
ernment, the Treasury Department, is 
charged by law with the responsibility 


3 Except for work connected illness and injuries 
covered under workmen’s compensation. 
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for investing the funds in federal 
securities. 

The Executive Committee of the In- 
ternational Institute of Public Finance 
for its 1950 Congress suggested various 
topics which provide a useful outline 
for discussion of the fiscal status of 
social insurance. Before turning to the 
specific problems raised, however, it ap- 
pears desirable to summarize the pro- 
visions of the social insurance program 
in the United States, with specific em- 
phasis for purposes of the present article 


on old-age and survivors protection. 


SUMMARY OF OLD-AGE AND SURVIVORS 
PROVISIONS 


Social insurance protection in the 
United States is a composite of many 
different governmental programs. Some 
of the programs are wholly federal and 
are administered by the central govern- 
ment. Others are a joint responsibility 
of the central government and the 
separate states. Still others are ad- 
ministered solely by the separate states. 


Coverage 


The largest and most comprehensive 
of the social insurance systems in terms 
of coverage is the old-age and survivors 
insurance program established under the 
Social Security Act of 1935 and its 
amendments. The 1935 Act set up a 
federal program of old-age benefits for 
workers in industry and commerce— 
workers who represented about 55 per 
cent of all employed persons in the 
United States. Insurance protection 
for survivors—for young widows with 
children, aged widows, orphaned chil- 
dren, and dependent parents of insured 
workers—was introduced in 1939 and 
combined with old-age insurance in one 
system administered by the federal gov- 
ernment. By subsequent amendments 
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in 1950 and 1954 coverage of the pro- 
gram was extended to include domestics, 
farm workers, employees of nonprofit 
institutions and of state and local gov- 
ernments on a voluntary group basis, 
the self-employed in industry and com- 
merce, farmers, many professional self- 
employed and other groups. 

As of June, 1954 the old-age and 
survivors insurance program covered al- 
most 80 per cent of all paid civilian jobs. 
The 1954 amendments extend coverage 
to approximately 10 million additional 
persons effective January 1, 1955. By 
then all but 10 per cent of paid civilian 
jobs are expected to be under the old- 
age and survivors insurance system. 
The major groups still excluded are 
some self-employed professional cate- 
gories, e.g., physicians, dentists, lawyers, 
etc.; members of the armed forces; most 
federal civilian employees; and _police- 
men and firemen covered by a state or 
local government retirement system. 

Extensions in 1954 are especially im- 
portant because of the emphasis of the 
Congress on the need for universal 
coverage and the many difficult cover- 
age problems for which solutions were 
found. Notable especially are the ex- 
tensions of coverage to farmers, by the 
use of a simplified reporting procedure 
tied in with income tax reporting; the 
inclusion of state and local employees 
under retirement systems (other than 
policemen and firemen) by referendum 
among members of these systems; and 
the coverage of ministers and members 
of religious orders, by permitting these 
individuals to elect coverage on the 
same basis as self-employed persons with 
the action once taken being irrevocable. 


Benefits 


Benefits provided to insured workers 
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are varied with earnings in covered em- 
ployment and with the duration of such 
employment. Under the 1954 amend- 
ments the average old-age benefit was 
increased, effective as of September, 
1954, to about $56 a month for a single 
retired worker and about $98 a month 
for a retired married worker whose 
spouse is receiving benefits. In the 
future the average benefits will be even 
higher as a consequence of the 1954 
amendments. By 1957, when the 
$4,200 maximum and other changes be- 
come effective, it is estimated that bene- 
fit awards on earnings after 1950 will 
average $77.50 for retired workers and 
$125 a month for aged couples. 


. Benefits to survivors are computed as 
a proportion of the “old-age” or 
primary benefit amount. Aged widows 
and young widows with children receive 
75 per cent of this benefit, and children 


receive 50 per cent, except the first 


child who receives 75 per cent. The 
minimum benefit which can be paid to 
an insured worker or to a sole survivor 
entitled to benefits was increased by the 
1954 amendments to $30 amonth. The 
maximum family benefit was raised 
from $168.75 to $200 a month. 

Many changes have been made in the 
benefit structure of the program since 
1939 when the present type of formula 
was adopted with its two bracket rates 
which yield a higher proportionate ben- 
efit on low average earnings. Under 
the 1939 act, the benefit formula was 
40 per cent of the first $50 of average 
monthly earnings plus 10 per cent of 
the next $200 of earnings. In 1950 the 
formula was amended to 50 per cent of 
the first $100 plus 15 per cent of the 
next $200 of monthly earnings. The 
first bracket rate was raised from 50 to 
$5 per cent in 1952 with no other 
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change in formula. The 1954 amend- 
ments retain the 55 per cent on the first 
bracket but raise the limit of the 
bracket from $100 to $110 of average 
monthly earnings and also step up the 
benefit percentage on the second 
bracket from 15 to 20 per cent. Under 
the amended formula, the effective 
“ primary ” benefit rate is about 30 per 
cent on maximum credited earnings 
($350 a month) as compared with the 
maximum 55 per cent rate on low earn- 
ings. 

Other changes under the 1954 
amendments are designed to improve 
the earnings base to which the benefit 
formula is applied. Provision is made, 
for example, for exclusion from the 
earnings base of a limited period of low 
or no earnings.‘ Moreover, the amend- 
ments freeze old-age and survivors in- 
surance status during periods of ex- 
tended disability to prevent loss or re- 
duction of benefit rights, and also set 
up a system of referrals of disabled 
workers to state vocational rehabilita- 
tion programs. Although the Social Se- 
curity Act amendments of 1952 con- 
tained a temporary provision for a 
“ disability freeze,” the provision never 
became operative. 

Railroad workers and employees in 
the federal civil service system are cov- 
ered under separate federal statutes 
which generally provide higher old-age 
benefits than those of the basic federal 
old-age and survivors insurance system. 
These separate programs also include 
survivorship and invalidity protection. 
It may be worth noting that the retire- 
ment and survivorship protection of the 
railroad retirement system is coordi- 


4 This change was made also to safeguard benefits 
which will become payable to the new groups brought 
under the program for the first time on January 1, 
1955. 
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nated with the basic federal old-age and 
survivors insurance system, and finan- 
cial interchange provisions are estab- 
lished for transfers between funds of 
the two programs. The federal civil 
service retirement, disability, and sur- 
vivors insurance program, however, is 
administered as an autonomous system; 
the cost of protection in excess of con- 
tributions of insured employees is met 
by the federal treasury rather than by 
the separate departments of govern- 
ment in which the employees have 
worked. A study committee, the Com- 
mittee on Retirement Policy for Federal 
Personnel appointed by the President, 
recently recommended that the basic 
protection of the federal old-age and 
survivors insurance system be extended 
to all federal employees—civilian and 
military—and that the federal retire- 
ment plans be modified so that they 


would afford protection for federal em- 
ployees supplementary to that provided 
by the basic system. 


In all, this committee surveyed some 
20 federal civilian and military retire- 
ment systems, including 7 contributory 
systems and 13 noncontributory sys- 
tems.” Of the 1.7 million employees 
covered by contributory plans all but 
about 1 per cent were under the federal 
civil service retirement and disability 
program, and substantially similar pro- 
visions were made for employees under 
the other small plans, such as plans 
of the Board of Governors of the Fed- 
eral Reserve System, the Tennessee Val- 
ley Authority, and the public school 
teachers of the District of Columbia. 


5 U. S. Committee on Retirement Policy for Federal 
Personnel, A Report (Part 1) of the Findings and 
Recommendations, Pursuant to Public Law 555, 82d 
Congress, Senate Doc. No. 89, 83d Cong., 2d Sess., 
(Washington: Government Printing Office, 1954), 
p. 32. 
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With minor exceptions the noncontrib- 
utory plans provide protection for mili- 
tary personnel of the Army, Navy and 
Air Force. 


Contributions 


For the federal old-age and survivors 
insurance program, a tax of 2 per cent 
is assessed on employees on wages re- 
ceived up to $4,200 per annum, and an 
equal tax is imposed on employers. 
From the start of the program in 1937 
until January 1, 1950, the rate assessed 
was 1 per cent each on employer and 
employee on wages up to $3,000; the 
rate was increased to 1/2 per cent in 
1950 and to 2 per cent on January |, 
1954; the maximum taxable earnings 
was increased to $3,600 in 1951. Un- 
der the 1954 amendments the rate is 
scheduled to remain at 2 per cent until 
1960 and to rise 2 per cent each § 
years, reaching a maximum of 4 per 
cent by 1975. The $4,200 maximum 
on taxable earnings became effective 
January 1, 1955. The self-employment 
tax is assessed at a rate equal to 1) 
times the employee levy, or 3 per cent 
at present. 

Employers deduct the levy on em- 
ployees from their wages and pay both 
the employee taxes and their own assess- 
ment to the Internal Revenue Service. 
Each quarter, employers must file a de- 
tailed tax return which lists wages paid 
to each employee up to $4,200 per an- 
num, the social security account num- 
ber of each employee, and the employer 
and employee taxes for old-age and sur- 
vivors insurance.° 


6 Because of the widespread interest in simplifying 
tax-reporting procedures and in reducing costs of tax 
compliance, one aspect of administrative procedures 
reported favorably by the Senate Finance Committee 
in 1950, but rejected in conference, may be men- 
tioned. In the bill passed by the Senate, employers 

(continued on next page) 
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When the tax liabilities (including 
income tax withholdings) aggregate 
$100 or more a month, employers are 
required, in the first two months of 
each quarter, to make monthly pay- 
ments by depositing the funds in a Fed- 
eral Reserve Bank. As evidence of this 
deposit employers receive a depository 
receipt. At the end of each quarter 
each employer in industries subject to 
the taxes must pay to the district direc- 
tor’s office of the Internal Revenue 
Service any balance of taxes due for 
old-age and survivors insurance and for 
regular income taxes withheld from em- 
ployee wages. 

A simplified quarterly report calling 
for information on earnings and con- 
tributions is used by housewives for do- 
mestic workers. The administrative 
procedures for assessing and collecting 
contributions from the covered self- 
employed are tied closely to the report- 
ing for federal individual income taxes. 
The self-employed report their “ self- 
employment” income by transferring 
information from the trade or business 
schedules and partnership schedules of 
the income tax return to a supplemen- 
tary social security form. Farm opera- 
tors with “ gross” income of less than 
$1,800 a year who report their income 
on a cash rather than accrual basis may 
report as earnings towards benefits un- 


would no longer have been required to make sepa- 
rate determinations of the amount of income tax and 
the amount of employee social security taxes to be 
withheld on the same wage payment. The combined 
individual income tax withholding and social security 
tax would have been determined from a wage bracket 
table or, on the election of the employer, on the 
basis of a percentage method. Employers would 
have been required to furnish only a single annual 
receipt to employees covering both taxes instead of 
the two separate receipts now required. District 
directors of Internal Revenue also would have been 
permitted to make a single assessment for the two 
taxes. 
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der the old-age and survivors insurance 
program their actual net earnings as re- 
ported for individual income taxes, or 
§0 per cent of their “ gross” income.’ 
This alternative method of reporting 
permits low income farmers, many of 
whom have no income tax liability, to 
be covered for old-age and survivors in- 
surance, without requiring them to 
keep detailed records of expenses. 

Administration of coverage of state 
and local employees differs from that of 
other groups. Each state is responsible 
for negotiating a coverage agreement 
with the Department of Health, Educa- 
tion, and Welfare and for reporting 
wages and paying contributions for all 
state and local government employees 
within the state in coverage groups 
specified by the agreement. As part of 
the federal-state agreement the state 
undertakes to pay to the Secretary of 
the Treasury amounts equivalent to the 
sum of employer and employee taxes 
imposed under the Federal Insurance 
Contributions Act. These payments are 
paid by the state to a Federal Reserve 
Bank and are recorded by the Treasury 
as deposits by states to the Federal Old- 
Age and Survivors Insurance Trust 
Fund. 

The rate schedule for old-age and 
survivors insurance contributions was 
designed to permit a gradual transition 
to the higher rates provided to finance 
the program. Actuarial estimates of 
the contributions needed to finance the 
system are made and revised from time 
to time as experience and projections of 
demographic and economic data indi- 
cate. Under the 1954 amendments, the 
level premium cost equivalent of old- 
age and survivors insurance, at a 2.4 


7 Farmers with gross income over $1,800 but net 
income under $900 may report $900 of self-employ- 
ment income toward old-age and survivors insurance. 
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per cent interest rate, is estimated at 
about 7.5 per cent of payrolls.* Of this 
total, the value of the survivorship pro- 
tection is estimated at about 1.5 per 
cent of taxable earnings. 

Contribution rates for the companion 
programs for railroad and federal em- 
ployees are somewhat higher. At pres- 
ent railroad employees and their em- 
ployers are each contributing 61% per 
cent of wages up to $350 a month for 
old-age, invalidity, and survivors insur- 
ance, or a total of 12% per cent. Con- 
tributions for federal civil service em- 
ployees are deducted from the salary 
paid to these employees by the central 
disbursing agency, which is the United 
States Department of the Treasury. 
These contributions are now 6 per cent 
of earnings. Half of the other contrib- 
utory retirement systems for federal 
employees also require a 6 per cent con- 
tribution. Systems for civilian teachers 
of the Naval Academy, policemen and 
firemen of the District of Columbia, 
and Foreign Service officers require only 
§ per cent, and under the Tennessee 
Valley Authority plan rates are varied 
from about 4 to 9 per cent, depending 
upon age at date of initial employment 
and sex of the employee. 


Counterpart Programs 


In considering the financing of social 
insurance programs in the United States 
and the relation of these programs to 
general economic and fiscal policy, it is 
necessary to take cognizance of certain 
other counterpart and complementary 
measures and developments. 

The Social Security Act of 1935 set 
up, in addition to the old-age insurance 
program, a framework for state pro- 

8 After adjustment for lower contribution rate of 


self-employed persons and administrative costs of the 
program. 


{hoe ae eS 
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grams of unemployment insurance. 
Protection against the economic risk of 
unemployment is provided by the states 
under a federal-state program in which 
the federal government by a federal tax 
credit device removed the potential ini- 
tial obstacle to state action arising from 
interstate tax differentials. Protection 
against occupational accidents or illness 
is provided under separate state pro- 
grams. Federal legislation in this area 
is restricted to provision for govern- 
ment employees, for longshoremen and 
harbor workers, and for private em- 
ployees in Washington, D. C. 

The nationwide social insurance pro- 
grams are limited to benefits for wage 
loss incurred through old-age retire- 
ment, death, unemployment, and em- 
ployment injuries. There is no nation- 
wide provision against loss of earnings 
during nonoccupational illness or in- 
validity. There is no nationwide public 
program of medical care insurance. 
Four states,” however, have adopted 
cash sickness benefit programs, and one 
of these, California, also provides hos- 
pitalization benefits to workers covered 
under the cash sickness benefits pro- 
gram. Railroad employees are pro- 
tected against unemployment and sick- 
ness under a separate program which is 
administered along with the retirement, 
invalidity, and survivors insurance pro- 
gram for railroad employees. 

There are, however, a variety of pri- 
vate health plans which provide insur- 
ance on a voluntary basis, without gov- 
ernmental aids. ‘The largest of these 
programs are the “ Blue Cross” system 
of hospitalization insurance, through 
which individuals may elect to partici- 
pate in a program of insurance to meet 
the costs of hospitalization, and the 


® California, New Jersey, New York, and Rhode 
Island. 





156 


“ Blue Shield ” medical society plans for 
insurance against costs of surgical and 
other care. In the aggregate, all types 
of private health insurance plans, non- 
profit and commercial, covered about 


20 per cent of the total private expend- - 


itures for hospital and medical care in 
the United States in 1953. 

A number of large corporations in 
major industries in the United States, as 
well as many smaller firms and a num- 
ber of labor unions, have private wel- 
fare plans for their employees or mem- 
bers. These plans provide pensions for 
retired workers, sickness and invalidity 
payments, and medical care insurance. 
Some of these plans have been in effect 
for many years. However, in recent 
years labor unions in mass production 
industries have bargained for benefit 
provisions in wage contract negotiations 
with employers. Many of these welfare 
plans which have been adopted provide 
for supplementation of public social in- 
surance provisions by annuities, often 
based on earnings, with a minimum 
benefit, including old-age and survivors 
insurance benefits, for example, $130 a 
month, for retired workers. Employer 
payments to private pension, health, 
and welfare plans were estimated at al- 
most $5 billion in 1953. 

The social insurance programs are 
supplemented also by joint federal-state 
assistance programs under which cash 
payments are made to needy persons 65 
and over, to dependent children de- 
prived of parental support, to needy 
blind persons, and to needy persons who 
are permanently and totally disabled. 
State or local governments also make 
cash payments, without financial sup- 
port from the central government, to 
other groups of needy individuals. In 
all, some 5.5 million persons are in re- 
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ceipt of public assistance payments. 
Of these some 2.6 million are persons 
aged 65 or older. The aged receiving 
public assistance account for almost 20 
per cent of all persons aged 65 and over 
in the United States. Federal, state, 
and local expenditures for the public 
assistance program aggregate more than 
$2.5 billion a year. 

Moreover, it is important to bear in 
mind that veterans are protected against 
many economic hazards by special non- 
contributory programs in which, while 
distinctions are made between those 
who incurred a wartime disability and 
others, all needy veterans are assured of 
noncontributory disability and old-age 
pensions and are eligible for medical 
care in veterans’ hospitals, if facilities 
are available. Aggregate federal ex- 
penditures for veterans’ services and 
benefits amounted to approximately 
$4.2 billion in the fiscal year 1954. 


Summary of Social Insurance Receipts 
and Disbursements 


The economic significance of the old- 
age and survivors insurance programs 
is perhaps best illustrated in the context 
of the over-all pattern of social insur- 
ance financing by comparing the ag- 
gregate amount of social insurance con- 
tributions with national income and the 
benefits paid with total national per- 
sonal income (Table 1). 

In summary, payroll taxes levied 
throughout the nation to finance basic 
old-age protection, survivors benefits, 
unemployment insurance, and work- 
men’s compensation average approxi- 
mately 6.6 per cent of payroll. This 


total average rate as a per cent of pay- 
roll is divided among programs and 
among employers and employees as fol- 
lows: 
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Em- Em- 
Ie “¢ « 
Program Total ployees ployers 
Combined programs 66% 2.0% 46% 
Old-age and survivors 
eee 4.0 2.0 20 
Unemployment insur- 
WON fas cava eadens 16 16 
Workmen's compensa- 
RR Br 1.0 1.0 
Railroad employees and their em- 


6% 


ployers, however, each contribute 
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state, or local—are currently made only 
for special purposes, such as contribu- 
tions on behalf of government em- 
ployees."° 


FISCAL POLICIES 


With the résumé as a backdrop, we 
turn to questions of fiscal policy. Al- 
though the primary focus is on the old- 
age and survivors insurance program, 


TABLE 1 
Socta, INSURANCE CONTRIBUTIONS AS A Per Cent of NATIONAL INCOME AND SOcIAL 
INsuRANCE Benerits As A Per Cent or Personat INcome, 1953 


Contributions * Benefits ** 
Per Cent of Per Cent of 
( in mations) National ( Ras i tions) Income 
. Income Payments 
a a a a $8,112 2.66% $5,883 2.06% 
ere Pee saws 7,034 231 4,878 1.70 
Old-age and survivors insurance ........ 4,000 131 2,979 1.04 
Unemployment insurance ............... 1577 52 954 33 
a lg tps AE ee a 275 09 ve “ 
SSS try ep ae Ee ree eee 1,302 4B 954 33 
Cash sickness benefits insurance ..... 57 02 50 02 
Workmen’s compensation .............. 1,400 * 46 895 3l 
pe errr Prey errr ey 651 21 561 20 
Old-age, survivors, and invalidity benefits 626 21 515 18 
Unemployment and cash sickness benefits 25 Ol 46 02 
Federal civilian employees ................ 427 14 444 16 
Retirement, survivors, and invalidity 
. ws seme e te etan yeah Ke ook eon 427 14 395 |! 14 
EN, 525. ote pate ry is 49 02 


Employees compensation 


amounts represent the contributions on wages 


* Contributions shown represent contributions of insured persons and their employers; the 


paid during the calendar year 1953 and not the 


amount of collections received by the social insurance funds during the year. 


** Administrative costs are not included. 


+ The figure is a rough approximation derived from the estimates of benefits paid. 


t The government contribution is excluded. 


Includes refunds of contributions to employees leaving federal employment. 
Source: U. 8. Department of Commerce, National Income Supplement to the Survey of Cur- 


rent Business, 1954 Edition. 


per cent for old-age, survivors, and in- 
validity benefits and employers an ad- 
ditional ', of one per cent for unem- 
ployment and cash sickness benefits, 
making a total contribution rate of 13 
per cent on railroad wages and payroll. 

The receipts and disbursements of 
the three federal retirement programs 
are set forth in Table 2. The contribu- 
tions of governmental units—federal, 


10 Prior to the 1954 Social Security Amendments 
some 3 million or two-thirds of all state and local 
employees were covered under state or local retire- 
ment systems. 
and survivors insurance coverage to these employees 
(other than policemen and firemen) on referendum 
vote stated its policy that the protection of members 
of state and local retirement systems not be impaired 


The Congress in extending old-age 


by reason of coverage under the old-age and survivors 
Some 300,000 state and local em- 
ployees already have the combined protection of old- 


insurance system. 


age and survivors insurance and a supplemental retire- 
ment system. 
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other social insurance programs are 
mentioned to round out the discussion 
of the problems posed. 


States. 
grams in the United States call for 
levies which are compulsory rather than 


ee ae 
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Public social insurance pro- 


TABLE 2 
Receirts AND ExpenpiTures OF THree Feperar Socia, INSURANCE 
Trust Funps,* Fiscar Year 1954 
(Millions of Dollars) 


Receipts 


Private en 
Social Insurance Program Contributions I come Interest on 
Total "| Siam Trust Fund 
Insured Em- Revenue _—- Lnvestments 
Persons ployers ‘ 
Three Funds: 
Old-age and survivors insurance ... $5,080** $2,432 $2,198 * - $439 
Railroad retirement account ...... 718 310t 309 t 3 99 
Civil service retirement fund ..... 686 425 ve $35 226 
Expenditures 
Total Benefits eee 
oxpenses 
Three Funds: 
Old-age and survivors insurance ... $3,405 {] $3,276 $89 
Railroad retirement account ...... 502 ** 485 6 
409 


Civil service retirement fund ..... 409 


Three Funds: 
Old-age and survivors insurance ... 
Railroad retirement account ...... 
Civil service retirement fund ..... 


* Preliminary figures, 


Net Additions to Trust Funds 


$1,676 
216 
277 


** Includes $11.6 million transfers from Railroad Retirement Account in February, 1954. 


t Includes $46.2 million paid by states and localities as contributions towards coverage of 
their own employees under compact agreements. 

t Taxes less tax refunds, 

|| Includes $31 million to cover temporary cost of living increases in annuities and about 





$4 million contributed by government corporations. 
{ Includes $40.5 million paid out in tax refunds, 
Source: U. 8. Treasury Department, Treasury Bulletin, August, 1954 and unpublished data 


from U.S. Civil Service Commission. 


Are the social insurance programs in the 
United States financed by contributions 
or by taxes? 

As is clear in the summary presented 
above, the terms social insurance con- 
tributions and social insurance taxes are 
used interchangeably in the United 


voluntary, and the collections almost 
without exception are earmarked for 
the social insurance programs. The 
groups assessed for tax purposes are the 
general groups benefiting from the pro- 
gram, or their employers, and the taxes 
imposed are payroll and wage levies 
with maximum limits designed to par- 
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allel the wage credit base used in com- 
puting the concomitant social insur- 
ance benefits. While a distinction may 
be made between types of taxes, “ bene- 
fit taxes,” “earmarked taxes,” and so 
on, the distinction between compulsory 
contributions and the type of taxes im- 
posed for social insurance in the United 
States does not appear to have any real 
substance for economic or fiscal policy. 

The magnitude of social insurance fi- 
nancing suggests that general tax policy 
be designed in light of the total levies 
imposed for social insurance and other 
purposes, and that conversely the so- 
cial insurance contribution schedules be 
considered in conjunction with other 
tax requirements and loads. There has 
been repeated recognition of the need 
for relating social insurance financing 
to the over-all tax program and the 
needs of the economy. President Eisen- 
hower, for example, in his message to 
the Congress relative to tax recommen- 
dations on May 20, 1953, considered 
old-age and survivors insurance financ- 
ing along with changes in the general 
revenue act as integral parts of a com- 
bined fiscal program. 

Many illustrations may be given of 
the interrelations of social insurance 
levies and other tax measures. Two 
specific examples of the effect on tax 
procedure are presented. The effective 
operation of payroll tax deductions 
from employee earnings paved the way 
for subsequent extension of the with- 
holding procedures to the individual in- 
come tax when such withholding be- 
came necessary for the effective admin- 
istration of the wartime extension of 
this general revenue measure. Simi- 
larly, the broadening of the individual 
income tax to bring within taxable 
limits persons with low incomes paved 
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the way for the use of the income tax 
mechanism for coverage of the self- 
employed under social insurance. 

The federal levies for social insurance 
rest on the general taxing power of the 
government, except in such instances as 
interstate rail transportation where reg- 
ulatory powers were delegated to the 
federal government under the Consti- 
tution. For example, contributions for 
the largest single program in terms of 
coverage and scope—the federal old-age 
and insurance system-—are 
levies under the general taxing power 
of the federal government. Penalties, 
tax refunds, and other features of the 
levy are administered under general tax 
statutes, and administration of the tax 
is the responsibility of the Internal Rev- 
enue Service. 

In contrast, state levies for social in- 
surance programs rest on either the gen- 
eral taxing power or the police power of 
the states. The latter is the general 
regulatory power of the state govern- 
ments. The state levies for unemploy- 
ment insurance are generally designated 
by statute as contributions; they are 
imposed as an integral part of the un- 
employment insurance statutes of the 
state and are administered by the un- 
employment insurance agency. 

The legal basis and doctrine underly- 
ing workmen’s compensation insurance 
is quite different from that of the old- 
age and survivors insurance or unem- 
ployment insurance programs. Work- 
men’s compensation laws of this country 
are based on common law and em- 
ployers’ liability acts which place upon 
employers the liability to pay compen- 
sation for industrial accidents or ill- 
nesses. Assessments for this insurance 
are in large part premiums or contribu- 
tions paid to private insurance carriers 


survivors 
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rather than payments to state insur- 
ance funds; however, about 20 to 25 
per cent are payments to state funds. 
Police powers of the state generally pro- 
vide the authority for enforcing work- 
men’s compensation. 


Is the social insurance fiscal system in- 
corporated in the regular budget or is 
it handled through an autonomous 
budget? 


Increasingly, government operations 
in the United States are being reviewed 
and interpreted on the basis of financial 
statements of government transactions 
shown on a consolidated cash basis. 
These statements show cash receipts of 
the government and cash payments to 
the public rather than conventional op- 
erations or budget accounts and trust 
accounts. In the consolidated cash 
statements all intragovernmental trans- 
actions are eliminated, and a better 
mechanism is provided for assessing the 
economic impact of governmental pro- 
grams. 

In the cash statements, the social in- 
surance programs, along with other 
government measures, are treated in the 
significant economic terms of cash in- 
take from the public and cash outlays 
to the public rather than on the basis 
of the special statutory requirement for 
the conventional budget accounting. 

Old-age and survivors insurance fi- 
nances in general, however, are now 
kept separate from the regular federal 
budget. Federal budgetary data gen- 
erally omit transactions of the program, 
so that figures usually cited on federal 
tax collections and federal expenditures 
in the United States are exclusive of 
amounts deposited in or withdrawn 
from the Old-Age and Survivors Insur- 
ance Trust Fund. 
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Contributions collected for the old- 
age and survivors insurance system 
from and in behalf of employees in in- 
dustry and commerce are covered into 
the general funds of the United States 
Treasury. An amount estimated to 
equal 100 per cent of these contribu- 
tions is appropriated under a permanent 
appropriation provision to the Federal 
Old-Age and Survivors Insurance Trust 
Fund. In regular budgetary statements 
on federal receipts, these contributions 
are included in gross receipts but are 
deducted to show a net receipts figure 
available for regular budgetary ex- 
penses. In addition there is credited to 
the fund deposits made by states repre- 
senting the employer and employee 
contribution for state and local govern- 
ment employees. Benefit payments are 
paid directly out of the fund without 
going through regular appropriation 
procedures. Administrative expenses of 
the old-age and survivors insurance sys- 
tem are also paid in large part directly 
out of the trust fund, although in part 
the trust fund reimburses the general 
fund of the Treasury for certain ad- 
ministrative expenses incurred under 
the old-age and survivors insurance sys- 
tem. The Congress each year sets a 
limit or maximum on the amounts 
which may be spent for administrative 
expenses of the system, either directly 
from the trust fund or reimbursed by 
the trust fund. There have been au- 
thorizations for appropriations to the 
Old-Age and Survivors Insurance Trust 
Fund from general revenues to finance 
certain extra payments, namely, the 
cost of providing survivors benefits on 
behalf of certain World War II veter- 
ans and the extra cost of benefits to 
groups of persons, such as commission 
salesmen, whose coverage status prior to 








No. 2} 


the 1950 amendments had been in legal 
dispute for some time. These transac- 
tions have accounted for a very small 
proportion of the amounts going into 
the Old-Age and Survivors Insurance 
Trust Fund. There have been no such 
appropriations from general funds since 
the fiscal year 1952. 

The finances of the railroad retire- 
ment system beginning with the 1955 
budget are accounted for in a manner 
paralleling that of the old-age and sur- 
vivors insurance system. Prior to that 
budget year the finances of the railroad 
retirement system were almost entirely 
reflected in the administrative budget. 
Contributions for the railroad retire- 
ment program now are covered into the 
general funds of the Treasury, and an 
amount corresponding to the receipts 
under the Railroad Retirement Tax Act 
is appropriated to the railroad retire- 
ment fund. Benefit payments are paid 
out of the special Railroad Retirement 
Account, and administrative expenses 
are also a charge against that fund since 
the latter part of 1949. Appropria- 
tions from general funds have been au- 
thorized to finance credits for periods 
of military service for railroad workers. 
The last such general appropriation, in 
amount of $34.8 million, was made for 
the fiscal year 1954. 

The finances of the Civil Service re- 
tirement system for employees of the 
federal government are reflected in the 
regular federal budget only to the ex- 
tent of the government’s own contribu- 
tion on behalf of its employees. Con- 
tributions paid by employees are not 
shown in the regular budget, and bene- 
fits are paid out of the special Civil 
Service Retirement and Disability Fund, 
separate from the regular federal budg- 


etary accounts, 
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Fiscal year 1954 expenditures from 
general budget accounts on behalf of 
retirement programs were estimated at 
$66 million and for combined social in- 
surance programs at $300 million or 
less than 1 of 1 per cent of total esti- 
mated expenditures for the fiscal year 
1954. The only social insurance receipt 


TABLE 3 
Socta, INsurANcE Receipts AND EXPENDITURES 
INcLUDED IN Feperat Buparr Accounts, 
Fiscat Year 1954 
(Millions of Dollars) 


Expendi- 


Receipts rates 


Total budget accounts ... $67,629 $70,902 


Total social insurance in 


budget accounts ..... 290 300 
Basic programs .......... 290 192 
Old-age and = survivors 
ee 
Unemployment insur- 
ee he aeke 290 192 
Railroad employees ..... eg 35 


Old-age, survivors, : 
invalidity benefits ... ~~ 35 
Unemployment and cash 
sickness benefits ..... 


Federal employees ...... ay 73 
Retirement, survivors, 
and invalidity benefits 31* 
Employees compensa- 
MNGi cove vceitde oe 42 


* Includes payment to Civil Service Retire- 
ment and Disability Fund only. 

Source: Compiled from The Budget of the 
United States Government for the Fiscal Year 
Ending June 30, 1955. 


item appearing in the budget for that 
year was the estimated collection under 


the Federal Unemployment Tax Act 
(Table 3). 


What are the nature and characteristics 
of the reserves in relation to benefit 
liabilities? 

A distinct funding arrangement is 
part of the fiscal system of each of the 
major federal retirement programs. 

Under the basic old-age and survi- 
vors insurance system a partial reserve 
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has been accumulated to finance con- 
tingencies and provide an earnings fund 
to help meet future obligations. Con- 
tribution rates assessed have yielded 
each year sums substantially in excess 
of amounts required for benefits and 
administrative expenses. Total ac- 
cumulations in the Federal Old-Age 
and Survivors Insurance Trust Fund 
amount to over $20 billion. The bene- 
fits, however, are largely deferred rights 
which accumulate over a long period of 
time, and benefit loads will not become 
stabilized for many decades. There are 
more than 13'/% million persons 65 and 
over in the United States now. The 


number of aged is expected to double 
within a 40-year period, and the num- 
ber eligible for retirement benefits un- 
der the system is expected to rise even 
more steeply over a long span of years. 

In the fiscal year ended June 30, 


1954, contributions exceeded benefits, 
tax refunds, and administrative costs 
by $1.2 billion. It is estimated that 
contributions income will continue to 
exceed total outlays under this program 
until about 1985. Reserves accumu- 
lated by then at scheduled contribution 
rates are estimated at about $61 billion, 
with an annual interest yield of $1.4 
billion. 

In 1950 and 1952 the Congress re- 
viewed the problem of long-range costs 
of the system, and committee reports 
stated the conviction that the old-age 
and survivors insurance program should 
be financed on a completely self-sup- 
porting basis. The tax schedules 
adopted were designed to make the sys- 
tem self-sufficient, so that contributions 
plus interest earnings on reserve ac- 
cumulations would be ample to meet 
long-range benefit costs. In 1950 the 
Congress further implemented the de- 
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cision in favor of a closed self-financed 
system by abandoning an earlier au- 
thorization for appropriation to the 
fund from general revenues of “ such 
additional sums as may be required to 
finance the benefits and payments pro- 
vided under the system.” ; 

In its review of the finances of the 
program in 1954, the Congress took ac- 
count of new actuarial estimates indi- 
cating that the level premium cost was 
somewhat more than the level premium 
equivalent of the scheduled taxes and 
interest on the existing trust fund. 
The 1% per cent increase in scheduled 
contribution rates, bringing the maxi- 
mum combined rate to 8 per cent in 
1975, was designed to approximate the 
cost of increased benefits under the 
1954 amendments. At the same time 
the Senate Finance Committee in its re- 
port indicated “. . . we believe that 
there is no necessity now to attempt to 
cover fully, or even partially, the de- 
ficiency which the new estimates indi- 
cate in the financing of the present pro- 
gram.” 

The Congress undoubtedly will re- 
view the need for higher contributions 
in the future, having regard for the 
cost experience under the program, the 
then-current actuarial evaluations of 
the future financial developments of 
the program, and the national economic 
and fiscal conditions prevailing at that 
time. It is of some interest in this con- 
nection that the new legislation retained 
a provision adopted in 1939 when there 
was considerable Congressional senti- 
ment in favor of lowering future re- 
serve accumulations under the system 
and of emphasizing the contingency 
functions of the reserve rather than in- 
come-yield functions. The Board of 
Trustees is still required unde: the 
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amended law to report to the Congress 
when the reserve accumulated exceeds 
three times the highest annual benefit 
outlays estimated for the ensuing five 
fiscal years. 

In view of prospects of continuous 
examination of the financing of the 
program by the Board of Trustees and 
other executive agencies, as well as the 
legislature, in the opinion of the writer, 
no great significance can be attached to 
estimates of reserve accumulations two 
or three or more decades hence. At 
best such estimates suggest what could 
occur under the conditions—demo- 
graphic as well as economic and politi- 
cal—assumed when illustrative sets of 
figures were prepared." 

Moreover, the economic effects of the 
program depend primarily on the year- 
to-year relationship of income and 
outgo, rather than on the aggregate ac- 
cumulation. In a sustained period of 
expansion it may be desirable to increase 
the annual increments to the reserve to 
a maximum, within the limits of con- 
tribution rates equitably related to the 
value of old-age and survivors protec- 
tion afforded under the system. 
case, expansion in the national product 
and earnings would raise the magnitude 
of reserve accumulations under the 
contribution schedule adopted beyond 
that now estimated for the future. 
Historically such a secular rise in earn- 
ings is clearly indicated and current 
evaluations of potential long-run de- 
velopments indicate an even faster rate 


In any 


11 Estimates of reserve accumulation necessarily in- 
volve a number of different assumptions as to long- 
range developments for many decades ahead. The 
various assumptions are elaborated in “Actuarial Cost 
Estimates for the Old-Age and Survivors Insurance 
System as Modified by the Social Security Amend- 
ments of 1954,” prepared for the use of the Com- 
mittee on Ways and Means by Robert J. Myers, 
Actuary to the Committee, August 20, 1954. 
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of growth in productivity, national 
output, and earnings." 


What are the administrative procedures 
in handling social insurance funds? 


The steps involved in administering 
the Old-Age and Survivors Insurance 
Fund are outlined below in schematic 
form: 


1. Collection of taxes under the Fed- 
eral Insurance Contributions Act and de- 
posits by states for old-age and survivors 
insurance. 

2. Permanent appropriations to the 
trust fund of an amount equal to taxes 
collected and deposits received under state 
agreements. Amounts received as de- 
posits by the banks are certified to the 
United States Treasury through the Fed- 
eral Reserve System and when certified 
are recorded as Treasury receipts. Pay- 
ments made directly to the Internal 
Revenue Service are certified to the 
Treasury. An amount estimated to be 
equal to contributions is appropriated un- 
der permanent appropriation provisions to 
the Federal Old-Age and Survivors In- 
surance Trust Fund. Effective January 
1, 1951, amounts transferred currently 
(twice or three times a month) as appro- 
priations to the trust fund are based on 
estimates of old-age and survivors insur- 
ance contributions made by the Secretary 
of the Treasury, as required by law, and 
are adjusted in later transfers on the basis 
of wage and self-employment income rec- 
ords maintained in the Social Security 
Administration. (These procedures are 
set forth in Treasury regulations promul- 
gated January 3, 1951.) The fund is 
administered by a Board of Trustees com- 
posed of the Secretary of the Treasury, 
the Secretary of Labor, and the Secretary 
of Health, Education, and Welfare. The 
Secretary of the Treasury is designated as 
managing trustee of the fund. 


12 Committee Staff, Joint Committee on the Eco- 
nomic Report, “ Potential Economic Growth of the 
United States During the Next Decade” (83d Cong., 
2d Sess.). 
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3. Other trust fund receipts. Various 
statutes and decisions have authorized the 
receipt of additional funds by the Old- 
Age and Survivors Insurance Trust Fund. 
Appropriations from general revenues 
were authorized under the 1946 Social 
Security Amendment to reimburse the 
trust fund for sums withdrawn to meet 
additional costs of payments to survivors 
of World War II veterans for a period 
of three years following their discharge. 
Appropriations from general funds were 
also authorized by a 1948 Act to finance 
extra benefit costs of wage credits for 
groups, such as commission salesmen, whose 
coverage status had been in legal dispute 
for some time. The 1951 amendments 
to the Railroad Retirement Act authorized 
transfer of funds between the Railroad 
Retirement Account and the Old-Age 
and Survivors Insurance Trust Fund to 
effectuate coordination of benefits under 
these programs. Also in 1951, the Comp- 
troller General of the United States ruled 


that receipts derived from sale of mis- 
cellaneous supplies and services financed 
initially by trust fund monies may be 
credited to and form a part of the trust 
fund. 

4. Payment from the trust fund to 


beneficiaries. The Secretary of Health, 
Education, and Welfare certifies to the 
Managing Trustee of the trust fund the 
names and addresses of persons entitled to 
benefits and the amount of benefits. The 
Managing Trustee, through the Division 
of Disbursements of the Treasury Depart- 
ment, makes the payments as certified. 

5. Payment of administrative expenses. 
Administrative expenses incurred by the 
Department of Health, Education, and 
Welfare in the administration of the fed- 
eral old-age and survivors insurance sys- 
tem are paid monthly out of the trust 
fund under authorization of appropriation 
acts. A ceiling is set by the Congress on 
the amount which thus may be paid out 
of the trust fund. Expenses incurred by 
the Treasury Department and its Internal 


NATIONAL TAX JOURNAL 


(Vor. VII 


Revenue Service in the administration of 
the system are paid out of the general 
fund of the Treasury and the general fund 
is reimbursed out of the trust fund. 

6. Payments of tax refunds. Employ- 
ees may claim refunds for contributions 
deducted by more than one employer on 
amounts paid to the Treasury on wages 
in excess of $4,200 received in a year. 
For administrative and other reasons, it 
was considered desirable to have a uni- 
form tax provision for all employers and 
to permit tax refunds only to employees 
on excess taxes paid because of multiple 
employment. In addition there are re- 
funds for erroneous taxes paid. Until 
the fiscal year 1953 these refunds were 
paid out of the general funds and were 
not a charge on the trust fund. How- 
ever, under provisions of the 1950 amend- 
ments refunds are now paid out of the 
trust fund. 

7. Investment of amounts held by the 
trust fund. Amounts not required for 
cash outlays for benefits or administrative 
expenses are required by statute to be in- 
vested. The eligible investments and in- 
vestment procedures are discussed below. 

8. Transfer to the Treasury general 
fund of amounts acquired by security 
sales to the trust fund. Purchase by the 
trust fund of Treasury securities acquired 
at issue (marketable issues or special obli- 
gations) makes available to the general 
fund of the Treasury the amounts so in- 
vested. Purchase by the trust fund of 
securities on the market is of course a 
transfer of funds to prior owners of the 
securities so acquired. 

9. Receipt by the trust fund of inter- 
est and proceeds from the sale of securi- 
ties. Interest on special obligations is 
paid twice a year and interest on market- 
able issues is paid on the interest due date 
of the particular series held by the fund. 

Marketable obligations acquired by the 
fund may be sold prior to maturity at the 
market price, and special issues may be 
redeemed at par plus accrued interest. 
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Fairly frequently special issues are re- 
deemed to replenish cash of the trust 
fund as needed to meet benefit payments. 
Profits on marketable issues sold by the 
fund after brokerage commissions and 
amortization are credited to the fund and 
become available for benefit payments or 
further investment. 


How are the social insurance funds 
invested? 


Investments of each of the major 
federal retirement funds are managed 
by the Secretary of the Treasury under 
specific statutory authority restricting 
the types of permissible investments 
and, for several of the funds, the yield 
required. The reserves of the Federal 
Old-Age and Survivors Insurance Trust 
Fund and the Railroad Retirement Ac- 
count are required by law to be in- 
vested exclusively in United States 
government securities or securities 
guaranteed as to interest and principal 
by the United States. The Secretary 
of the Treasury is authorized to issue to 
these funds special securities which be- 
come a public debt obligation of the 
government, or to purchase marketable 
issues of the United States government 
securities at par on issue or on the 
market at prevailing market prices. He 
is also authorized to redeem special ob- 
ligations or to sell the marketable issues 
on the open market. 

In the case of special securities, in- 
terest to be paid is set by statutory pro- 
vision. For the Old-Age and Survivors 
Insurance Trust Fund, interest on these 
special issues is determined by the aver- 
age rate on the entire interest-bearing 
public debt outstanding at the time of 
the issue. In the case of the Railroad 
Retirement Account, interest on special 
issues is fixed at a 3 per cent minimum 
by statute. 
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There are differences among these 
trust funds in the interest yield require- 
ments for other eligible United States 
government securities acquired. There 
is nO minimum interest for regular 
marketable securities acquired by the 
Old-Age and Survivors Insurance Trust 
Fund; however, securities acquired for 
the Railroad Retirement Account must 
yield at least as much as the rate on spe- 
cial obligations payable on the date of 
acquisition. 

Investments of the federal Civil 
Service Retirement and Disability Fund 
are limited by law to interest-bearing 
securities of the United States or federal 
farm-loan bonds (new issues of the 
latter type of securities have been dis- 
continued for some time). While there 
is no direct statutory requirement for a 
specific yield on securities acquired for 
this fund, the interest which was pay- 
able prior to 1948 amendments on re- 
funds made to federal employees leav- 
ing the federal service and the interest 
rate on which actuarial estimates have 
been made set an implied basis for yield 
on investments—a practice which has 
been continued for the most part. Spe- 
cial issues held by this fund through the 
fiscal year 1954 yielded 4 per cent, ex- 
cept for a small amount of 3 per cent 
notes which represented investment of 
voluntary deposits of employees for an- 
nuity purchases. Beginning with the 
fiscal year 1955 new funds and five- 
year special notes becoming due are 
being invested in 3 per cent special 
certificates. 


The following brief summary em- 
phasizes the preponderance of special 
obligations in the investment holdings 
of the three major retirement funds 


(Table 4). In enumerating the advan- 
tages of this practice of issuing special 
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obligations to government trust funds, 
instead of permitting them to satisfy 
their investment requirements through 
open market purchase of government 
obligations, the Secretary of the Treas- 
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creation of the social insurance trust 
funds under the Social Security Act, 
the relative importance of these issues 
in the interest-bearing public debt was 
changed materially with the creation of 


TABLE 4 
SumMMary or Assets AND INVESTMENTS OF THREE Socta, INsuRANCE Trust FuNpDs, 
Fiscar Year Enpep JuNeE 30, 1954 
(Millions of Dollars) 


Three Funds 


Total assets 
Investments 
Marketable issues of U. 8. government 
Special issues: 
Notes 
Certificates of indebtedness 
U.S. savings bonds 


$29,374 
28,524 
2,283 


Civil Service 
Retirement 
and Disa- 
bility Fund 


Old-Age and 
Survivors 
Insurance 

Trust Fund 


Railroad 
Retirement 
Account 


$20,042 
19,340 
2,283 


$3,419 
3,345 


$5,913 
5,839 


3,571 


3,345 
‘ 2,268 
1 


17,054 


Source: U. 8. Treasury Department, Treasury Bulletin, August, 1954 and unpublished data 


from U.S. Civil Service Commission, 


ury wrote in his annual report to the 
Congress on the state of the finances for 
the fiscal year ended June 30, 1940: “1. 
The bond market is not disturbed pe- 
riodically by purchases and sales of 
large blocks of securities; 2. the trust 
funds are provided with a ready avenue 
of investment, and no attention need be 
given to short-term fluctuations in 
market prices; 3. in the case of retire- 
ment and social security funds, the 
funds can always earn the interest re- 
turn specified by Congress when it 
fixed the appropriations for the funds; 
and 4. savings can be effected because 
of the smaller number of securities to 
administer, and commissions to brokers 
on purchases and sales are eliminated.” 
As of June 30, 1954, a total of $42.2 
billion of special issues were outstand- 
ing, representing 15.7 per cent of the 
total interest-bearing public debt of the 
United States government. Although 
special obligations were issued to gov- 
ernment trust accounts prior to the 


these trust funds, as indicated in Table 5. 

The Old-Age and Survivors Insur- 
ance Trust Fund was invested exclu- 
sively in these special obligations from 
the date of its creation to the first part 


TABLE 5 


Specia, Issues or INTEREST-BEARING SECURITIES 
Issurp By UNirep States GOvERN MENT AND 
Tora, INvEREST-BearInc Pustic Dest, 
Serectep Fiscar Years 
(Billions of Dollars) 


Special Issues 
Total 
Interest- 
Bearing 
Public 
Debt 


Per Cent of 
Interest- 
Bearing 
Public 
Debt 


Fiscal Year 
Ended 


June 30 Amount 


1936 
1939 
1942 
1945 
1948 
1951 
1954 


$ 33.0 $ 6 18% 
39.9 38 9.5 
72.0 79 11.0 

256.3 18.8 73 
250.1 30.2 12.1 
252.8 34.7 13.7 
268.9 42.2 15.7 


Source: Annual Report of the Secretary of 
the Treasury, fiscal year 1950 and U. S. Treas- 
ury Department, Treasury Bulletin, September. 
1954. 
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of 1942, when marketable issues of 
Treasury bonds were acquired on the 
fund’s behalf at par on issue. Market 
purchases of government securities for 
the account of these funds were not 
made until 1947. 

Since its creation in July, 1937, the 
railroad retirement fund has been in- 
vested almost exclusively in 3 per cent 
special Treasury notes. As far as the 
Civil Service Retirement and Disability 
Fund is concerned, many changes have 
occurred in its investments over the 35 
years of its existence; for more than a 
decade the fund has been invested ex- 
clusively in special obligations.'* 

Differences in interest yield require- 
ments of the funds provide a partial ex- 
planation of the variation in class of 
special obligations held by the funds. 
The Old-Age and Survivors Insurance 
Trust Fund holds special certificates of 
indebtedness with a maximum maturity 
of one year. At the end of each fiscal 
year when the certificates become due 
the investments are converted so that 
the yield is fairly promptly adjusted to 
changes in the average rate of interest 
on the interest-bearing public debt. In 
contrast, the railroad retirement fund 
holds special notes with a maximum 
maturity of five years. The Civil Serv- 
ice retirement fund, as indicated above, 
holds five-year notes and one-year cer- 
tificates; the notes are in process of 
being converted to certificates as they 
become due. 

Despite the marked difference in the 
nature of the unemployment risk and 
the risk of old-age dependency, the in- 
vestment policies pursued for these two 
types of trust funds have come to be 


13 $mall amounts of government securities other 
than special obligations were acquired by this fund in 
1948 when the assets of the Comptroller of the Cur- 
rency Retirement Fund were transferred to it. 
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fairly similar, except for the somewhat 
larger proportion of marketable long- 
term United States bonds held by the 
Old-Age and Survivors Insurance Trust 
Fund. Many factors have contributed 
to this similarity in policy. The nature 
of the reserve for old-age and survivors 
insurance was modified by the Congress 
in 1939 to give emphasis to the con- 
tingency functions of the reserve and 
attach somewhat lesser importance to 
interest earnings on the capital accumu- 
lation needed to maintain the financial 
balance of a closed system. At that 
time (1939) the interest yield require- 
ments of the fund were changed from a 
minimum of 3 per cent to the current 
provision that new investments shall 
earn the average rate of the outstanding 
interest-bearing public debt. The re- 
serves accumulated for unemployment 
insurance, particularly in some states, 
have reached such magnitude that funds 
credited exceed any potential with- 
drawal rate. Thus, a portion of this 
reserve has taken on characteristics of a 
capital accumulation reserve rather than 
a contingency fund. Moreover, the 
first long-term bonds were acquired for 
this fund during World War II when 
employment conditions were such that 
large immediate withdrawals were not 
anticipated. 


The primary objectives in designing 
the investment provisions of the social 
insurance trust funds were to assure 
safety of the funds, necessary liquidity, 
and a yield commensurate with the 
needs of the programs. 


It was recog- 
nized from the outset that the social in- 
surance funds under the Social Security 
Act of 1935 would have important im- 
pacts on the financial markets and on 
the management of the public debt. 
The selection of marketable and special 
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issues of United States government ob- 
ligations as permissible investments for 
the social insurance reserves and the 
management of these investments by 
the Secretary of the Treasury were de- 
signed to facilitate the administration of 
these funds in the light of general eco- 
nomic policy. This necessity was em- 
phasized by the fact that the estimated 
eventual reserve for the old-age in- 
surance program was larger than the 
entire public debt outstanding at the 


TABLE 6 
DistTrisuTION OF FeperaAL Securities BY CLASSES 
or Investors, JuNe 30, 1954 
(Billions of Dollars) 


Total interest-bearing public debt $268.9 
Held by U. 8. government investment 


accounts: 
I oe a aie ‘ 493 
ASSES ees ee 71 
SS 52 ae Soe Peers tee 42.2 
Held by Federal Reserve Banks: 
ee a, tee chen wane 25.0 
Held by private investors: 
0 A at 2 ee ee ere eee 194.6 
Public marketable issues ........... 1218 
728 


Public nonmarketable issues ........ 


Source: U. 8. Treasury Department, T'reas- 
ury Bulletin, September, 1954. 
time the Social Security Act was 
adopted. At present the old-age and 
survivors insurance reserve, however, 
amounts to only about 7 per cent of the 
public debt. 

The federal security holdings of the 
social insurance funds are compared 
with those of other investors in Table 6, 
which shows the estimated distribution 
of ownership of the interest-bearing 
public debt by class of holder as of June 
30, 1954. The aggregate holdings of 
United States government investment 
accounts amounted to about 18 per cent 
of the interest-bearing public debt. By 
far the largest proportion, but not all, 
of these accounts are under the control 
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of the Treasury. The various govern- 
ment investment accounts at least 
potentially provide the Treasury with 
authority and resources for maintaining 
stability in the government bond mar- 
ket and with an important instrument 
of economic and fiscal policy. As the 
Secretary of the Treasury indicated in 
his 1949 report on the state of the 
finances: “ Beginning in the Spring of 
1947, the Treasury took action to con- 
trol an incipient boom in the Govern- 
ment bond market—by selling long- 
term bonds from some of the Govern- 
ment investment accounts, by offering 
the Investment Series of bonds to in- 
stitutional investors, and by increasing 
short-term interest rates. All of these 
operations combined to take upward 
pressure off the market. When con- 
ditions changed, and a downward pres- 
sure on bond prices developed, the mar- 
ket was stabilized through purchases of 
long-term bonds.” '* With relatively 
minor exceptions, in terms of volume of 
market transactions, the government in- 
vestment accounts used for market 
stabilization purposes were not trust 
funds such as the social insurance trust 


14A more recent statement of the Treasury policy 
in investing government accounts is contained in the 
Report of the Comptroller General of the United 
States on the Postal Savings System, transmitted to 
the Congress on November 4, 1954. 

“In making investments for account of the Postal 
Savings System, the general policy of the Treasury 
Department has been to make investments which in 
its determination appear to be in the best interest of 
the Postal Savings System and of the United States 
Government.... The amount of funds available for 
investment for account of the Postal Savings System 
during the past few years has not been an important 
factor as a stabilizing influence upon the Government 
security market. Usually the Treasury has acquired 
securities for account of the Postal Savings System 
on low or falling markets and has sold securities on 
rising or high markets. This has been advantageous 


from the standpoint of the System and has resulted 
in the realization over the years of substantial profits 
from the sales of securities.” 
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funds. Holdings of social insurance 
trust funds and other similar trust funds 
in which monies are held in trustee 
capacity by the Treasury for the benefit 
of covered employees or states are not 
considered suitable at present for mar- 
ket operations. 


How are the social insurance funds 
managed with respect to the business 
cycle? 


The old-age and survivors insurance 
and other social insurance programs have 
been in operation largely in a relatively 
prosperous period. Thus, little experi- 
ence has been accumulated on manage- 
ment problems in a depression. 

Three aspects of the problem of 
management of the social insurance 
funds during various phases of the 
business cycle, however, may be men- 
tioned. 

First, there are no nationwide special 
statutory provisions for adjustment of 
the fiscal operations of the social in- 
surance programs in the different phases 
of the business cycle. The counter- 
cyclical flexibility of the programs is 
achieved under the basic provisions of 
the social insurance programs. That is, 
there is no statutory provision for flexi- 
ble adjustment of contribution rates or 
benefits during a decline. However, as 
indicated earlier, benefit provisions have 
been amended to reflect changes in earn- 
ings and, in the past, scheduled rate in- 
creases have been reassessed in the light 
of economic circumstances. It may be 
anticipated that in the future considera- 
tion will be given to postponing the 
scheduled contribution rate increases for 
old-age and survivors insurance if such 
increases are likely to intensify defla- 
tionary pressures. 


OLD-AGE AND SURVIVORS INSURANCE 


169 


Second, the investment provisions and 
management of the social insurance re- 
serves, as indicated above, are designed 
to facilitate a coordinate operation of the 
reserve holdings, public debt, and credit 
control policies. Treasury Department 
management of the investments, to- 
gether with joint participation of the 
Treasury and the Federal Reserve Sys- 
tem in open-market operations, assures 
this coordination. Large-scale liquida- 
tion of investments, if it becomes neces- 
sary to meet heavy benefit outlays, could 
be managed with a minimum of market 
disturbances. 

Third, under basic laws, the social in- 
surance programs tend to compensate 
for changes in other sectors of the 
economy. The financial operations of 
the combined social insurance programs 
furthered the general anti-inflationary 
economic program of the Administra- 
tion during World War II and in the 
years following. In the three-year 
period from 1946 through 1949, for ex- 
ample, a total of $5.5 billion, or an 
average of $1.9 billion per annum, was 
added to federal social insurance reserves 
(exclusive of the federal employees re- 
tirement funds). The Old-Age and 
Survivors Insurance Trust Fund alone 
accounted for 66 per cent of this re- 
serve accumulation or an average of 
over $1.2 billion per annum. The in- 
crements to these reserves, largely 
financed from the excess of payroll 
taxes, aided in reducing the inflationary 
pressures of high demand while in- 
dustrial production was converted from 
war to peace. 

Compensatory economic action of the 
social insurance programs would result 
during a period of downswing, particu- 
larly in the early phases of the decline. 
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The principal compensatory income in- 
creases have resulted from unemploy- 
ment insurance benefits and their re- 
sponsiveness to changes in employment 
opportunities. Both the postwar in- 
dustrial readjustment which occurred in 
the first part of 1949 and the declines in 
1953 and 1954 led to a sharp rise in the 
number of claimants and amounts paid 
out. However, the old-age and sur- 
vivors insurance system is also responsive 
to changes in employment conditions. 
At the present time it is estimated that a 
decline of 10 per cent in employment 
would lead to a rise of approximately 
§ to 10 per cent or about $300 million 
in old-age and survivors insurance bene- 
fits. A decline in employment oppor- 
tunities for the aged would increase the 
number of eligible persons who are 
forced into retirement and who apply 
for old-age benefits. At present about 
30 per cent of persons aged 65 and over 
who have insured status under the pro- 
gram have chosen to remain in active 
employment and are not drawing bene- 
fits. 

The counter-cyclical adjustments of 
social insurance programs are further 
augmented by the responsiveness of con- 
tributions to changes in employment 
and earnings. Contributions which are 
geared to payrolls and earnings quickly 
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reflect changes in these payrolls. A 10 
per cent decline in earnings would tend 
to be reflected in a somewhat smaller 
percentage decline in taxable earnings 
within the $4,200 maximum, and in tax 
collections. 

Increasingly, attention has been 
focused on various economic aspects of 
the social insurances, including the 
effects of the programs during various 
phases of the business cycle on income 
distribution, on consumer decisions on 
allocations of their funds between cur- 
rent consumption and saving, on worker 
incentives and productivity, and on the 
distribution of national income among 
the factors of production. Impacts of 
the payroll tax burden on mechaniza- 
tion and interindustry competition have 
also been the subject of at least partial 
study and analysis. The purpose of 
such analysis is to determine what 
changes, if any, are needed to improve 
the counter-cyclical effects of the pro- 
grams. Close working relationship has 
been maintained between the Council 
of Economic Advisers of the President 
—an advisory body charged with con- 
tinuing responsibility for analysis and 
recommendations on the general eco- 
nomic and employment situation—and 
the agencies administering the social in- 
surance programs. 








SALES TAXATION IN WESTERN EUROPE: 
A GENERAL SURVEY ' 
Part I 


Tue SINGLE-STAGE 


TAX 


JOHN F. DUE * 


[% the period since World War I, gen- 
eral sales taxation has assumed a posi- 
tion of paramount importance in the 
tax structures of most countries of 
western Europe. Eleven of the sixteen 
countries in this area * have general sales 
taxes of one form or another; in many 
cases the tax constitutes the most im- 
portant single revenue source. One ad- 
ditional country, Spain, has a very 
broad excise tax system which resembles 
a sales tax. Despite the importance of 
these sales taxes, no general survey of 
them has been made since the work of 
A. G. Buehler, published in 1932.° 
Accordingly, in the period from June 
to November, 1954 a study of these 
taxes was undertaken by the author, a 
visit to each of the countries being 
made possible by a grant by the Rocke- 
feller Foundation. This article presents 
a summary report of the findings of the 
study. 

A preliminary word is necessary on 
terminology because of diversity of us- 
age in the field. The term sales tax 


1 Editor’s Note. The second half of Professor Due’s 
study of European sales taxes will be published in 
September. 


* The author is Professor of Economics at the 


University of Illinois. 
2 The Saar, essentially an independent country at 


the moment, also employs a sales tax, the chief ele- 
ment of which is modeled after the French value- 


added tax. Greece, which was not included in the 
study, also uses a general sales tax. 
3A. G. Buehler, General Sales Taxation (New 


York: The Business Bourse, 1932). 
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(corresponding to the French term /a 
taxe sur la chiffre d’affaires) is used 
with reference to a tax on the sales of 
all or a wide range of commodities and 
services at a uniform rate or with a 
limited number of rate groups, whether 
the exact legal liability for tax rests 
upon the sale, the purchase, the docu- 
ment involved in the transaction, or the 
receipts of the seller. The term excise 
tax is used with reference to a tax on 
the sale of one or a limited group of 
commodities and services, whether the 
rate be ad valorem or specific. The 
study is concerned primarily with the 
sales taxes with only incidental refer- 
ence to excises." 

Sales taxes, as defined, can be classed 
into two general groups: (1) the 
single-stage taxes, imposed but once on 
transactions relating to particular com- 
modities as they pass through produc- 
tion and distribution channels, in the 
manner of our state sales taxes or the 
Canadian manufacturers’ sales tax; and 
(2) the multiple-stage taxes, which ap- 
ply to all, or almost all, transactions 
through which the commodities pass on 
the way to the final consumer. These 
are often called turnover taxes (in Ger- 
man, umsatzsteuer); the French term 
a cascade for the basic characteristic of 


4In the discussion of the various taxes, figures of 
relative yield of sales taxes compared to total tax 
These are only approximations 
comparable 


revenues are given. 
and 


countries. 


are not entirely among various 
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these taxes is perhaps the most descrip- 
tive. 

The single-stage taxes will be con- 
sidered first, with incidental reference 
to excise tax systems of those countries 
not employing general sales taxes. 


The Single-Stage Sales Taxes 


The single-stage sales taxes are con- 
fined to the Scandanavian countries, 
Switzerland, and, in greatly modified 
form, Great Britain. It should be 
noted, however, that the new French 
value-added tax gives much the same 
result; this tax will be discussed at the 
end of the study. Just as the general 
philosophies of taxation, the attitudes 
toward equity and desirable economic 
effects of taxation, of the Scandanavian 
countries and Switzerland resemble 
those of the United States and Canada 
more closely than do those of other 
continental European countries, like- 
wise the sales taxes of these countries 
most closely resemble our own. 

Finland. The financial pressures of 
World War II led the Finnish govern- 
ment in 1941 to establish a two-stage 
sales tax, The tax was actually a hy- 
brid of the two general forms listed 
above, with a 6 per cent rate on sales by 
manufacturers to purchasers other than 
final consumers, a 4 per cent rate on 
retail sales by merchants, and a rate of 
9 per cent on direct retail sales by 
manufacturers. Intermediate wholesale 
transactions were not taxed. The two- 
stage rate structure was chosen to allow a 
lower tax rate and a lower direct impact 
upon any one group of business firms 
than would be necessary with a single- 
stage system; at the same time the inte- 
gration-encouraging effects of a com- 
plete turnover tax were avoided by 
taxing only finished products and ex- 
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cluding from tax all sales by interme- 
diate wholesalers. In 1951, however, 
the dual-stage system was remodeled 
into a straight manufacturers’ sales tax, 
very similar to the Canadian tax. The 
change was made partly to reduce the 
number of taxpaying firms and partly 
to facilitate rate changes (which in 
practice have been rare). 

The present tax (liikevaibtovero) is 
levied on the sales of finished products 
by the manufacturer. The rate is 20 
per cent with a 25 per cent figure on 
imported goods. Materials and compo- 
nent parts, fuel and power, export 
transactions, as well as all services, are 
free of tax. Exemptions of finished 
products include farm products, most 
foods, most textile products, shoes, and 
some medicines. Lumber is exempt, and 
a refund is allowed on one-half of the 
tax paid on other building materials used 
in the construction of dwelling houses. 
The tax applies to industrial but not 
agricultural machinery. Despite some 
complaint from integrated firms, no 
price adjustment is allowed for tax pur- 
poses when manufacturers sell directly 
to retailers. The problem is rendered 
less serious in Finland than in Canada 
by the fact that by-passing of whole- 
salers is as yet uncommon in the former 
country. 

The sales tax currently yields about 
one-third of total government revenues; 
excises, confined primarily to liquor, 
tobacco, candy, soft drinks, entertain- 
ment, and gasoline, yield an additional 
10 per cent. The total yield of indirect 
taxes, including customs duties, is 


roughly 65 per cent of the budget total. 

Partly because of the regression-less- 
ening exemptions there is little general 
complaint by unions or other groups 
against the tax on the basis of distribu- 
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tion of burden. The tax has come to 
be recognized as a necessary revenue 
source. Nevertheless there is much 
complaint in business and other circles 
against the high rate. It is argued that 
the high rate encourages evasion and 
avoidance, restricts output unnecessar- 
ily, and, by raising the cost of living 
materially, pushes up wage levels and 
aggravates one of Finland’s chief prob- 
lems, the maintenance of a balance in 
foreign trade. In addition, manufac- 
turers are very critical of the inclusion 
of machinery and building materials 
within the scope of the tax on the 
grounds that the taxation of these items 
retards industrial expansion and the de- 
velopment of prefabrication in the con- 
struction of buildings. The Associa- 
tion of Finnish Industries has actively 
sought the exemption of machinery, 
but the government is reluctant to 


make this concession, in part because of 
the problems involved in defining and 


applying the exemption. The present 
administration of the tax is generally 
regarded as good, most of the problems 
of tax application and control arising 
out of the existence of numerous bor- 
derlines created by the exemptions and 
the special treatment of handicraft and 
repair shops. 

During the past year the sales tax has 
been under review by a commission es- 
tablished by the government for this 
purpose. There is some support within 
industry, the government, and else- 
where, for return to a two-level basis of 
collection, in order to spread the im- 
pact-burden and lessen the pressure on 
manufacturers to evade or avoid tax. 
The greater problems of collecting from 
retailers, which were noticeable but not 
unmanageable prior to 1951, constitute 
the chief stumbling block in the way of 
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acceptance of this proposal by the gov- 
ernment. 

On the whole, the present Finnish 
tax has the great merit of avoiding the 
cascade effects of the turnover taxes, 
and the use of the manufacturing level 
simplifies collection, although necessi- 
tating a higher rate than a retail tax. 
Return to a two-level tax would avoid 
the high-rate problem, if the latter 
proves to be serious, without creating 
the evils of a cascade tax, but it would 
multiply the number of taxpaying 
firms considerably. 

Norway. The Norwegian sales tax, 
introduced to meet financial problems 
arising from the depression of the 
thirties, is the only example in western 
Europe of a single-stage retail sales tax. 
The tax was established in 1933 as a 1 
per cent general turnover tax on all 
wholesale and retail sales, except non- 
retail sales by manufacturers. An in- 
crease of the rate to 2 per cent in 1940 
led to strenuous complaints by whole- 
salers that the tax was encouraging di- 
rect selling, and in October of that 
year the “ caretaker” government fol- 
lowing German occupation modified the 
basic tax structure to meet this integra- 
tion problem. The rate was raised to 10 
per cent, but the entire levy was trans- 
ferred to the retail level. The German 
occupation authorities did not interfere 
with the basic features of the tax, as 
they did in other occupied countries.* 
After the war, the rate was lowered to 
6%, per cent (1947), but it was re- 
turned to 10 per cent in 1951 to meet 
increased defense spending. 

The present tax (omsetningsgift) ap- 
plies to all sales of commodities at retail, 
that is, for purposes other than resale. 
The purchase of articles for use as ma- 


5 They did forbid the separate quotation of the 
tax by the retailers to their customers. 
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terials or parts of other goods to be re- 
sold are regarded as sales for resale and 
thus are not taxable. Imports by final 
consumers are taxable. The levy also 
applies to work done on tangible prop- 
erty, such as repair, installation, etc.; 
and, as of 1955, for a temporary period, 
to all building construction except that 
for farm and residential purposes; and 
to other selected services such as hair- 
cutting. Exemptions are less extensive 
than in Finland, the most important 
item being the sale of building materials 
for residential construction. Other ex- 
emptions include wood, fuel for manu- 
facturing use, newspapers, water, gas, 
electricity, insulin, live animals, feed, 
seed, fertilizer, some used goods, and 
sales for export. The relatively broad 
coverage is comparable to that of some 
of our state sales taxes. No exemption 
of food has thus far been provided, but 
the subsidization of certain basic foods 
offsets the tax burden on these goods. 
The sales tax is supplemented by a 
substantial system of excises of much 
greater significance than in Finland. In 
addition to the usual liquor, tobacco, 
and gasoline taxes, an extremely heavy 
tax is placed on chocolates; jewelry, 
cosmetics, leather goods, and a few 
other items are taxed at high rates; 
lower rates prevail for ice cream, soft 
drinks, entertainment, electric power, 
glassware, gloves, and cars. Most of 
these taxes are imposed upon the manu- 
facturer. There has been considerable 


criticism of these taxes, and a govern- 
ment commission appointed to study the 
entire indirect tax system has recently 
(November, 1954) recommended the 
abolition of a number of the taxes, in- 
cluding those on leather goods, gloves, 
ice cream, glassware, and similar goods. 
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The government has approved accept- 
ance of this recommendation. 

The sales tax is currently yielding 
about 30 per cent of the national tax 
revenue and the excises an additional 25 
per cent; the direct taxes yield about 
the same revenue as the sales tax. The 
remaining 15 per cent comes from cus- 
toms duties and miscellaneous indirect 
taxes, 

While the Norwegian sales tax has 
been the subject of extensive discussion, 
there is very general acceptance of the 
principle that such a tax must play a 
major role in the tax structure. The 
labor unions, while seeking certain 
modifications, regard the use of a sales 
tax as justifiable in light of the relative 
equality of incomes, the extensive social 
services provided by the government, 
and the enforcement problems of direct 
taxes, especially with respect to farmers. 
The cooperatives as well as business 
groups generally favor the tax, al- 
though both seek various changes noted 
below. It is generally believed that 
evasion, although occurring in some in- 
stances, is not significant from the 
standpoint of revenue loss, a point of 
view borne out by the high yield of the 
levy. Collection costs are about 2 per 
cent of yield. 

The major controversy has centered 
around the question of food exemption. 
This is sought by various groups on 
three bases: (1) to reduce evasion, es- 
pecially by small market stalls and 
farmers selling directly to final con- 
sumers; (2) to lessen regressiveness; 
and (3) to allow curtailment of food 
subsidies, thus avoiding the waste in- 
volved in taxing an item on the one 
hand and subsidizing it on the other. 
But the government, although con- 
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trolled by the Labor Party, is reluctant 
to provide general food exemption be- 
cause of revenue considerations. Re- 
tailers oppose the exemption because of 
the complications which it would create 
for application of the tax. The com- 
mission on indirect taxes, mentioned 
above, has attempted to provide a com- 
promise solution by recommending ex- 
emption of a limited number of food 
products, such as dairy products, mar- 
garine, fruit, and vegetables, which are 
widely used by the low income groups 
and are frequently sold at retail by 
small dealers and farmers. 

Various industrial groups have sought 
the exemption of industrial machinery 
to eliminate the present element of 
double taxation of final goods and to 
improve the position of Norwegian 
manufacturers relative to foreign com- 
petitors. While the logic of this argu- 
ment is widely recognized, the govern- 
ment is reluctant to make the change 
on both revenue and administrative 
grounds. 

A third and more fundamental ques- 
tion which has been debated is that of 
the possible shift of the tax to the 
wholesale level, that is, the use of the 
Swiss basis of taxation of the sale to the 
retailer rather than the sale by the re- 
tailer. By this means the number of 
taxpaying firms would be reduced by at 
least one-third, and collection from the 
small shops, the ones most difficult to 
reach, would be avoided. Many large 
retailers and the cooperatives favor this 
change, in part to lessen their tax work, 
but primarily to eliminate the competi- 
tive effects arising from tax evasion on 
the part of small shops. Retailers also 
feel that the complaints of evasion tend 
to discredit the retailing industry in the 
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eyes of the public. Other retailers, 
however, prefer the present basis be- 
cause of added capital requirements and 
other disadvantages created by the 
wholesale basis. A shift away from the 
retail level in Norway is complicated by 
the presence of many small manufac- 
turing plants selling directly to con- 
sumers. Equity between these firms 
and others is difficult to attain with a 
wholesale tax. The labor unions have 
tended to favor a wholesale basis be- 
cause exemptions would be easier to 
make under this form of tax, but they 
have not pushed the issue. The 1954 
commission on indirect taxes recom- 
mended continuation of the retail form 
of tax because this form allows maxi- 
mum revenue at a given rate and avoids 
the problems of definition of base and 
valuation which arise with the whole- 
sale levy. 

From an operational standpoint, apart 
from the tasks of collecting from small 
retailers, the major questions have arisen 
with respect to the delimitation of tax- 
able and nontaxable goods. Examples 
include the definition of consumables 
used in industry, the differentiation be- 
tween industrial and nonindustrial fuel, 
the scope of the category of building 
materials, the difference between the re- 
pair and improvement of machinery, 
and the determination of whether cer- 
tain services are rendered on real or 
movable property. But these problems 
are common to all sales taxes with ex- 
emptions of the types provided. Tax- 
paying firms are critical, however, of 
the inadequacy of the information on 
the tax disseminated by the govern- 
ment, and in the past year a privately- 
published journal has been established 


to meet this need. Auditing of firms is 
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regarded as too infrequent. The gov- 
ernment seeks a goal of two years be- 
tween audits, but the actual period is 
sometimes as long as ten years. 

Despite these problems, however, 
Norwegian experience demonstrates that 
a retail sales tax can be administered 
with a high degree of effectiveness and 
substantial yield in a country of high 
tax morality and administrative stand- 
ards, provided that the structure of the 
tax is satisfactory. The Norwegian tax 
not only avoids the undesirable effects 
of the turnover type of levy, but it also 
gives rise to fewer problems of valua- 
tion and adjustment of tax base than 
the Canadian and Finnish taxes and 
yields more money at a given tax rate. 

Sweden and Denmark. Sweden and 
Denmark do not employ general sales 
taxes. Sweden introduced a retail sales 
tax in 1940 to meet added defense ex- 
penditures, with a rate of § per cent 
and a relatively broad base. Exemp- 
tions were limited to a few basic foods. 
After some initial difficulties the tax 
operated satisfactorily, but it was dis- 
continued in 1948 as a Liberal Party 
measure to reduce the cost of living. 
There is some support for reestablish- 
ment of the tax as a means of reducing 
direct taxes, and a government commis- 
sion has been studying this problem, 
along with revision of present indirect 
taxes, during the past year. But it is 
widely believed that the tax will not be 
levied in the immediate future, in the 
absence of any budget emergency. 


The Swedish excise tax system is rela- 


tively extensive. In addition to heavy 
and very productive levies on liquor 
and tobacco (including the profits of 
the liquor monopoly), taxes with sub- 
stantial rates are imposed on candy and 
ice cream, cosmetics, carpets, jewelry, 
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records, coffee, entertainment, automo- 
biles, electric power,® and other items. 
Some are retail taxes while others are 
imposed upon the manufacturer. Cus- 
toms and excises together produce about 
40 per cent of total tax revenues, mak- 
ing the proportion of direct taxes one 
of the highest in western Europe. 

Denmark has never employed a gen- 
eral sales tax. The government seri- 
ously considered such a levy in 1950 
and apparently had the support of a 
majority in Parliament for the move. 
The plan was abandoned, however, be- 
cause of the opposition of three of the 
smaller parties. Some support for a 
sales tax continues—partly based on the 
desire for reduction of the high and 
somewhat illogical excises—but the 
preference of the farm groups for di- 
rect taxes (under which they receive 
favored treatment) is likely to prevent 
the use of a sales tax except in a period 
of severe budget stringency. 

The traditional excises on liquor, to- 
bacco, and gasoline, plus the tax on 
candy, yield the bulk of the excise rev- 
enue. In addition, excises have been 
levied for several years on automobiles, 
jewelry, cosmetics, radios, ice cream, 
carpets, records, matches, and minor 
items. This latter group of taxes is the 
remnant of a larger system introduced 
in 1950 in an effort to check purchase 
of imported goods;* at that time the 
government planned to use a very ex- 
tensive excise system, in much the same 


6 The tax applies only to large industrial users and 
was designed primarily to control use until generating 
facilities were increased. 


7Ten years before, in 1940, an extensive system 
of excises particularly on textile products was estab- 
lished. These taxes were very unpopular and were 
generally blamed on the Germans, although intro- 
duced one month before occupation. As a result 
they were repealed in 1945 and use of the particular 
excises involved has been politically difficult since 
that time. In 1955, however, some were reinstated. 
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manner as the British purchase tax, to 
control consumption along various lines. 
But strong opposition on the part of 
business firms in the lines affected 
forced the repeal of a number of the 
taxes (including those on cameras, lug- 
gage, refrigerators, and similar items) 
and temporary abandonment of the 
whole plan to use this type of tax as a 
device of economic control. In Febru- 
ary of 1955, however, serious foreign 
exchange deficits caused the govern- 
ment to return to the use of excises to 
check consumption, a wide range of 
new excises on clothing, leather and 
plastic goods, toys and other items being 
established at rates from 10 to 25 per 
cent. Other excise rates were raised. 
The excises and customs duties yield 
about half of total state revenue. 
Switzerland. The Swiss sales tax is 
basically a wholesale sales tax which ap- 


plies, with some exceptions, to the last 
wholesale sale, that is, to the sale to the 


retailer. The tax closely resembles the 
Australian sales tax and stands midway 
between the Finnish and Norwegian 
levies insofar as the stage of collection 
is concerned. Like them, it is a single 
stage tax since it applies but once to 
each commodity. 

Switzerland turned to sales taxation 
as a result of sharply increased defense 
spending during World War II. The 
tax became effective in 1941 and has 
remained basically unchanged since 
that date, except for some changes in 
rates and exemptions. Establishment 
of the tax was preceded by detailed 
study of the sales taxes of other coun- 
This study led to the conclusion 
that a single stage tax was essential and 
that a retail tax was the most logical 
form of tax, apart from the problem 
of collection from many small firms. 


tries. 
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To meet this problem, the wholesale 
stage was selected as a compromise, with 
provision for limited collection at retail. 

The present tax (warenumsatzsteuer 
or impét sur le chiffre d’affaires) * ap- 
plies to sales of all commodities (except 
those specifically exempt) from regis- 
tered to unregistered firms. Since 
manufacturers and wholesalers are reg- 
istered and retailers normally are not, 
the tax is ordinarily collected on the last 
wholesale transaction, the sale by a 
manufacturer or wholesaler to a retailer. 
However, retailers may register with 
the approval of the government (per- 
mission usually being granted if the 
firm’s credit standing is good) ; if a re- 
tailer is registered, he buys tax free and 
accounts for tax on his sales. Most of 
the voluntarily registered retailers are 
relatively large establishments. Less 
than 10 per cent of the tax revenue is 
obtained from retail merchants. 

Sales of materials and parts, indus- 
trial fuels, and consumables used in in- 
dustry are tax free, but industrial ma- 
chinery is taxable. The major com- 
modity exemption is that of food, 
broadly defined to include all edible 
things except soft drinks and medicines. 
Services as such are not taxable, with 
the exception of work contracts on 
movable property. Real property con- 
struction contracts receive special treat- 
ment; a low tax rate is applied to the 
entire sum of the contract, and ma- 
terials are purchased tax free by the 
contractor. This method is used to 
avoid penalty on prefabrication. 

Exports are not taxable; a rather 
complicated system of compensatory 
taxes is provided on imports. This sys- 


5 The most complete description of the tax is to 
be found in the volume by H. Herold, Praxis der 
Umsatzsteuerrechts (Basel: Verlag fur Rechte und 
Gesellschaft, 1953). 
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tem consists of a list of specific-rate 
taxes on imported goods drawn up an- 
nually to provide a burden comparable, 
on the average, to the sales tax on do- 
mestic goods. The procedure is fol- 
lowed because all Swiss import duties 
have specific rates. Since most import- 
ing is done by registered firms, the sys- 
tem is not too important. 

The basic tax rate is 6 per cent on 
wholesale sales, with a figure of 4 per 
cent on taxable sales by registered re- 
tailers. The lower rate is designed to 
compensate for the fact that the price 
base to which the rate applies is higher 
on the retail sales. This 2 point rate 


differential, coupled with the system of 
voluntary registration of retailers, has 
worked with surprisingly little diff- 
culty in meeting the “ valuation ” prob- 
lem which has provoked so much diffi- 
culty in Great Britain and Canada. A 


reduced rate of tax of 2% per cent (2 
per cent on retail sales) is applied to a 
very limited class of goods including 
fuel (other than industrial, which is ex- 
empt), soft drinks, soaps, fertilizer, 
seed, and animal feed. Prior to 1944 
food was also taxed at the lower rate, 
but it is now exempt. 

Tax returns are required on a 
monthly basis, and taxpayers’ records 
are inspected at 3 to § year intervals. 
There are about 50,000 registered firms. 

In addition to the usual liquor and 
tobacco excises, the sales tax is supple- 
mented by a system of luxury excises 
collected from retailers. ‘The commod- 
ities taxed are grouped into two classes, 
the first including wines, film, perfume, 
and cosmetics; and the second, furs, 
jewelry, cameras, phonographs, radios, 
and related items. The tax on the first 
class is collected by means of stamps 
bought by the retailers and applied to 
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the articles, while the tax on the second 
group (sold primarily by larger firms) 
is collected by means of monthly re- 
turns. The tax rate is 10 per cent, ex- 
cept on radios and phonographs on 
which, it is § per cent. These taxes are 
not highly productive. They have been 
criticized widely on the basis of the 
concept of “ luxury,” and they are dif- 
ficult to control. The stamp system, 
designed to avoid the necessity for ob- 
taining returns from some 40,000 
dealers in the taxed items, has not 
worked well since there is no effective 
way of insuring that the retailers ap- 
ply the stamps. There is considerable 
current discussion of the possibility of 
integrating these luxury excises with 
the sales tax at the wholesale level by 
applying a higher sales tax rate to the 
articles. Some opponents of the taxes 
favor their complete elimination. 

The sales tax yields about one-fourth 
of federal tax revenues, the customs 
duties about 30 per cent, and the ex- 
cises roughly 15 per cent. The re- 
mainder is obtained from direct taxes 
(which are traditionally cantonal, not 
federal, taxes). The sales tax yields 
about 18 per cent of combined federal 
and cantonal taxes, and indirect taxes as 
a whole yield roughly one-half of the 
total. 

The Swiss tax, one of the simplest 
and most effective in Europe, is very 
widely accepted and has no organized 
opposition from noncommunist groups. 
The socialists have insisted upon food 
exemption and retention of the federal 
direct taxes as a condition of their sup- 
port for the use of the sales tax. There 
are few administrative difficulties and 
little criticism by taxpayers of the ad- 
ministration. Some questions inevita- 
bly arise with respect to interpretation 
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—the distinction between work on real 
property vs. that on movable property, 
the distinction between retail and 
wholesale sales, and the definition of a 
manufacturer—but these have not been 
serious. Most of the enforcement prob- 
lems of the sales tax itself arise with 
small manufacturing plants (selling to 
retailers or consumers) with inadequate 
record systems, and with enforcement 
of the rule that a firm buying basic 
products in significant quantities from 
an unlicensed firm (for example, pur- 
chase of flowers by a hotel from a 
farmer) must account for tax on the 
purchases. The taxation of industrial 
machinery has not been a significant is- 
sue as it has in Finland; the tax rate 
has been low (normally 4 per cent 
when sold by manufacturer to user—a 
retail sale), and the industrial associa- 
tion (VORORT) has opposed any ma- 
chinery exemption, in part because of 
the general philosophy of the organiza- 
tion in favor of indirect taxes. Some 
individual firms, however, have argued 
for machinery exemption. The excise 
taxes have been under much more fire 
than the sales tax, and some reform is 
likely in this field. 

On the whole, the advantages of the 
Swiss tax are tremendous compared to 
the complex and burdensome levies of 
the surrounding countries. The whole- 
sale form attains most of the advan- 
tages of the retail sales tax and does 
avoid the problem of collecting from 
many small firms. 

The British Purchase Tax. The Brit- 
ish purchase tax is essentially a single 
stage wholesale sales tax. It differs 
sharply from the other sales taxes in 
two respects: (1) the tax applies only 
to groups of commodities specifically 
designated as taxable, excluding in 
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practice most articles of widespread 
consumption; and (2) the rates are 
sharply differentiated, the top rates be- 
ing much higher than those of any 
other general sales taxes. 

The history of the purchase tax 
has been outlined elsewhere and will 
merely be summarized here.” Origi- 
nally planned as a general high-rate 
sales tax, it was actually imposed, in 
October, 1940, as a limited-coverage 
tax with differentiated rates. The tax 
had two purposes: (1) to raise addi- 
tional revenue in the war emergency, 
and (2) to curtail consumer spending. 
The levy was imposed on the last whole- 
sale transaction to avoid collection from 
large numbers of small shops and at the 
same time avoid the complications for 
export which a manufacturers’ sales tax 
would create. As inflationary pressures 
mounted, the revenue aspects gave way 
almost entirely to the control aspects. 
Sharp increases in rates and greater dif- 
ferentiation enabled the tax to serve as 
an effective consumption control weapon 
with probably less adverse work-incen- 
tive effects than the income tax. When 
the war ended, the desire to increase 
work-incentives led to direct tax relief, 
rather than indirect, and the desire to 
restrict consumption for reasons relat- 
ing to the foreign trade balance resulted 
in continued use of a high purchase tax. 
Eventually the scope of the tax was 
narrowed, but rates remained high, and 
commodities were frequently shifted 
from one rate group to another. After 
1948 the number of rate groups and the 
amount of shifting were reduced in re- 
sponse to complaints by business groups, 


%See A. M. Soloway, “The Purchase Tax and 
Fiscal Policy,” National Tax Journal, 1V (December, 
1951), pp. 304-314, and “ Economic Aspects of the 
British Purchase Tax,” Journal of Finance, 1X (May, 
1954), pp. 188-208 
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but the tax remained an important de- 
vice of consumption control. The 
Korean war led to rate increases in 
1950, but reductions occurred again in 
1953. In the last three years control 
aspects have gradually disappeared, and 
the tax is now regarded almost solely as 
a revenue measure. 
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care because, in the case of many types 
of goods, various items will fall in dif- 
ferent rate classes. For example, some 
clocks are exempt, some are taxed at 25 
per cent, and some at 50 per cent. The 
classification of exempt and taxable ar- 
ticles is very detailed, filling a pamphlet 
of 72 pages. 


TABLE I 
Rave Structure or THe British Purcwase Tax, 1955 


Exempt 25 Per Cent 

r Rate 

Clothing in excess of 
exemption 

Floor coverings 

Furniture, in excess of 
exemption 

Hardware 

Kitchenware 

Clocks (most) 


Food 

Building materials 

Industrial equipment 
and machinery 

Builders hardware 

Books 

Medicines (in part) 

Tableware (common) 

Clothing (in part) Games, toys 

Furniture (in part) Soap 

Fuel Medicines (in part) 

Cooking appliances Stationery 

Office machinery Office supplies 

Most goods subject to Bicycles 

excises Trucks (chassis) 


Taz, April, 1954. 


As the tax now stands, it is applied 
to a designated list of articles grouped 
into three rate classes with rates of 75, 
§0, and 25 per cent. The tax applies 
on sales from registered wholesalers or 
manufacturers to unregistered buyers, 
normally retailers, and thus to the last 
wholesale transaction through which a 
commodity passes. The base of the tax 
is the wholesale price, except as modi- 
fied by the “uplift” technique ex- 
plained below. The tax is not in prac- 
tice quoted separately to the final con- 
sumer, except on automobiles and a few 
other items, 

Major categories of goods which are 
exempt and those which fall into the 
three rate classes are indicated in Table 
I, The Table must be interpreted with 


75 Per Cent 
Rate 


50 Per Cent 
Rate 


Rugs (expensive) 
Mirrors 

Cut glass 

Electrical appliances 
Space heating equipment 
Watches (in part) 
Domestic lighting equipment 
Jewelry 

Musical instruments 
Records 

Radios 

Luggage 

Ornamental objects 
Automobiles 

Cameras 


Toilet articles 
(in part) 

Perfume 

Cosmetics 





Source: Commissioners of Customs and Excise, Notice No. 74, Goods Chargeable with Purchase 


With food, fuel, building materials, 
and most clothing exempt, and services 
outside the scope of the tax, the bulk of 
consumer expenditures, especially in the 
lower income groups, is not subject to 
tax. The greater part of the revenue 
comes from a relatively few classes— 
automobiles, office supplies, toilet prep- 
arations, radios, wearing apparel, and 
appliances. Despite the high tax rate, 
the purchase tax yields only a small 
portion of total revenue, at present 
about 7 per cent, or only about half as 
much as the excise tax on tobacco. The 
latter excise, plus ones on liquor, cocoa, 
sugar, matches, petroleum, entertain- 
ments, betting, and the customs duties 
bring total indirect tax collections to 
about 42 per cent of total tax revenue. 
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The purchase tax is essentially a substi- 
tute for the luxury excise taxes em- 
ployed by many other countries and, 
relative to total revenues, is not much 
more productive. 

During the war and immediate post- 
war years, the purchase tax was gen- 
erally regarded as a necessary and ef- 
fective, if unpleasant, tool of inflation 
control. By curtailing consumer ex- 
penditures on scarce items, on imported 
goods, and on export commodities, it 
aided direct price controls and ration- 
ing systems, made the latter unneces- 
sary in some instances, and facilitated 
foreign exchange control procedures. 
Despite the complexities and arbitrary 
features of the tax, it functioned with- 
out excessive difficulty. But as time has 
passed and the control features have be- 
come much less significant, the unpopu- 
larity of the tax has rapidly increased 
despite rate reductions. The major 


criticisms and sources of difficulty, sum- 
marized briefly in the following sec- 
tions, illustrate the limitations of at- 
tempting to use a very high rate selec- 
tive tax under peace time conditions. 


1. Height of the tax. Despite re- 
ductions in recent years, the rates of the 
purchase tax are far higher than those 
of most sales and luxury excise taxes. 
Despite the exclusion of many necessary 
articles, the tax bears heavily on many 
goods of widespread use, such as cos- 
metics and automobiles. The equity 
and resource-allocation effects of such a 
policy become increasingly difficult to 
defend. The most bitter complaints 
have come from the industries involved, 
once their output reached the point at 
which they could produce more than 
they could sell at profitable prices. The 
automobile industry is extremely criti- 
cal of the 50 per cent rate, charging 
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that it curtails consumption, especially 
of larger cars, very drastically. 

2. Arbitrary delimitation lines. The 
attempt to make the tax progressive 
and to curtail the use of nonessential 
goods has led to the establishment of 
numerous dividing lines between tax- 
able and exempt items of various classes 
of goods and between items in various 
rate groups. This procedure greatly 
complicates the application of the tax 
and has led to some modification of 
products in order to get them into a 
lower rate group. In addition, the in- 
terference with the functioning of the 
price mechanism which results is diffi- 
cult to justify except in a period of 
severe shortages. 

3. The “uplift” problem. One of 
the most troublesome questions has been 
that of the adjustment of price for tax 
purposes on sales made for amounts 
lower than the usual wholesaler-to-re- 
tailer figure, especially on sales by man- 
ufacturers directly to retailers. The 
basic provision of the act relating to 
this question required the application of 
the tax to the price at which the goods 
would have sold had they been sold at 
wholesale in the open market. 
terpreting this provision and in at- 
tempting to protect smaller firms from 
competition of large retailers buying di- 
rectly from manufacturers at lower 
prices than those paid wholesalers by 
the small firms, the government sought 
to insure that the tax paid by all firms 
on a particular item would be the same 
regardless of the price actually paid on 
the taxable transaction. In order to ac- 
complish this, an uplift was applied to 
the price for tax purposes when the ac- 
tual price paid on the transaction was 
less than that regarded as normal for 
the particular commodity. For ex- 


In in- 





182 


ample, if a certain radio normally sold 
to retailers for £50, a large retailer 
buying the radio from the manufac- 
turer for £40 would still pay tax on 
the basis of a £50 figure. 

The uplift system was bitterly criti- 
cized by many firms, particularly larger 
retailers and manufacturers selling di- 
rectly to retailers, on the basis of the 
complexity which resulted, the arbi- 
trary elements involved in the setting 
of the uplift figures, and the offsetting 
of a portion of the advantages to the 
consumer of integration in distribution. 
There was particular criticism of the 
use of uplift in industries in which 
there were very few wholesalers, but 
nevertheless all prices on direct sales to 
retailers were uplifted for tax purposes. 
Small retailers and independent whole- 
salers as well as manufacturers of price- 
maintained goods favored uplift, how- 
ever. The issue was studied at length 
by the Grant Committee,’’ and follow- 
ing its recommendations, Parliament 
changed the Finance Act in 1954 in 
such a way as to eliminate the use of 
uplift except in those cases in which re- 
tailers are able to buy from manufac- 
turers at substantially lower prices than 
those available to other retailers also 
buying the product from manufac- 
turers. 

4. The problem of rate changes. 
Substantial rate reductions made on 
particular items at various times and 
expectations of others have given rise to 
difficulties for many firms. The chief 
source of trouble has been the losses 
which retailers suffer on stocks of goods 
on hand at the time of the tax reduc- 
tion, arising out of the necessity of sell- 
ing these goods at prices based on the 

10 Report of the Purchase Tax (Valuation) Com- 


mittee (London: Her Majesty's Stationery Office, 
1953). 
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new lower tax, although the higher tax 
had been paid on their purchase. The 
government has consistently refused to 
allow any refund, primarily because it 
now has no direct purchase-tax rela- 
tions with dealers and does not wish to 
establish them. In 1953 it also rejected 
the so-called “* identifiable-goods ” pro- 
posal under which, in the case of goods 
of such character that a record could be 
kept of each item, tax would essentially 
not be paid during “ budget season ” 
until after the tax change. The only 
device which retailers have been able to 
use to avoid the danger of tax losses is 
to buy on a consignment basis, a tech- 
nique greatly disliked by most manu- 
facturers. This problem was explored 
by the Hutton Committee in 1953," 
which concluded that any refund sys- 
tem was impractical. It merely sug- 
gested that firms should be allowed to 
continue the use of the consignment 
system and that rate changes should be 
minimized. 

Of even greater significance is the ef- 
fect of anticipated tax rate changes 
upon the timing of purchases, any ex- 
pectation of a decrease leading to cur- 
tailment of buying and an expectation 
of an increase stimulating purchases. 
This reaction is in part a result of the 
tax-paid-stocks problem; if retailers an- 
ticipate a tax reduction, they will at- 
tempt to reduce their inventory as far 
as possible to minimize losses. But in 
addition, consumers of durable goods 
will delay purchases if they anticipate a 
reduction. Many industries, of which 
the automobile industry is one of the 
best examples, have experienced definite 
decreases in orders when tax cuts were 
expected. The fact that the budget is 
ordinarily announced in March aggra- 


11 Report of the Committee on Tax-Paid Stocks 
(London: Her Majesty’s Stationery Office, 1953). 
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vates the problem since purchases are 
curtailed further in a period already 
slack. In 1954 the Chancellor an- 
nounced in January that there would 
be no significant purchase tax changes 
during the year in order to ease the 
winter buying slump. Whether this 
policy will be continued cannot be pre- 
dicted. 

§. The “D” scheme. During the 
war years, in order that optimum use 
might be made of materials, various 
standard items of clothing and furni- 
ture were designated as “ utility ” goods 
and freed of purchase tax, provided 
that they were made to certain specifi- 
cations. Continuation of the program 


after the war led to complaints against 
the sharp dividing line which resulted 
between taxable and nontaxable goods 
in these categories, and the reluctance 
of persons to buy fully taxable goods of 


only slightly better quality than the 
utility items. Following the recom- 
mendations of the Douglas Committee 
in 1952,’* the utility scheme was re- 
placed by the “D” scheme, under 
which, for each class of clothing and 
furniture previously subject to the util- 
ity system, a fixed monetary sum was 
made deductible in determining tax lia- 
bility for each item in the class. Thus, 
the tax now applies only to the excess of 
the selling price over the established D- 
figure; items below the D-figure bear 
no tax at all. 

The setting of the D-figures was a 
troublesome and somewhat arbitrary 
task, and the operation of the system 
complicates the control and compliance 
problems of the tax. But nevertheless 
the system has much to commend it 
from an equity standpoint and has 


12 Report of the Purchase Tax (Utility) Com- 
mittee Her 
1952). 


(London: Majesty’s Stationery Office, 
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greatly lessened the “ blind-spot ” prob- 
lem. The furniture industry is, on the 
whole, well satisfied with the system, al- 
though it is recognized that some al- 
teration in patterns to reduce tax lia- 
bility has resulted. But the cotton tex- 
tile industry is extremely critical of the 
system and charges that the blind spot 
remains and that retailers are reluctant 
to buy any items bearing tax, no matter 
how small (presumably because of fear 
of losses if tax rates change). Thus, it 
is charged, production of better quality 
goods is retarded, with adverse effects 
on the export market, since efficient 
production for this market is possible 
only if there exists a strong domestic 
market as well. Critics of this point of 
view maintain that the textile pro- 
ducers greatly exaggerate the evils of 
the “D” scheme and that their real 
complaint is against any taxation of 
textile products. Nevertheless, the tex- 
tile firms are carrying on a vigorous 
campaign against the scheme as it now 
operates. 

The administration of the purchase 
tax is almost universally considered to 
be highly effective. Inspection of ac- 
counts is very frequent (usually sev- 
eral times a year), and dissemination of 
information about the tax is good; the 
published material is much more under- 
standable than that in many other 
countries. There are a few complaints 
against the failure of the administration 
to follow clearly discernible principles 
in the application of certain aspects of 
the tax, but this is primarily the fault 
of the complexity of the basic tax 
structure. Evasion is limited, appar- 
ently occurring chiefly in the jewelry 
trade where there are many small craft 
shops. There has been a frequent tend- 
ency to report sales of new jewelry 
items as ones of used goods (and thus 





184 


; 
nontaxable). In other fields there are 
a few complaints of reporting sales for 
export and then diverting the goods 
into the domestic market, and also of 
establishing fictitious wholesale estab- 
lishments which buy tax free and then 
vanish. Occasionally items are disas- 
sembled and sold as parts (nontaxable). 
But these are isolated cases. The tax is, 


of course, a source of some nuisance and 
cost to business firms, apart from the 
specific problems noted above. 


The future of the purchase tax is dif- 
ficult to predict. Any sharp renewal of 
inflationary pressures would result in 
greater use of the tax as a control meas- 
ure. But otherwise, it is likely that 
there will be a tendency to lower the 
rates and reduce differentiation of rates. 
Current rates on articles of wide-spread 
consumption are difficult to defend, and 
any tendency to unemployment leads 
to great pressure on the government to 
lower the taxes on the commodities af- 
fected. There has been some support of 
a proposal to replace the present tax by 
a broad-based, uniform rate (perhaps 10 
per cent) wholesale sales tax. But such 
a move is opposed by producers of now- 
tax-exempt products which would be- 
come taxable, and by the labor unions, 
which dislike a broader coverage of 
necessities. However, it would elimi- 
nate most of the objectionable features 
of the present tax—the high rate, with 
consequent aggravation of the rate- 
change and valuation problems, the 
sharp discrimination among 
goods, the questionable distortions of 
resource allocation, and the border-line 
very doubtful 
whether a policy of attempting to ob- 
tain progression in a sales tax by rate 
differentiation is a desirable one. The 
strong inflation-period case for the pur- 


various 


complexities. It is 
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chase tax becomes very weak in more 
normal periods, and some further modi- 
fication of the tax is almost inevitable.* 

Ireland. The Republic of Ireland 
(Eire) has never used a sales tax, al- 
though present budgetary needs are 
leading to consideration of the possibil- 
ity of such a tax, and some members of 
Parliament have urged the establish- 
ment of a sales tax in order to allow 
lower income tax rates. Excise taxes 
are limited to liquor, beer, and tires. 
Other products, such as tobacco and 
petroleum, are reached by import 
duties. 

Spain. Spain, the first country in 
western Europe to use sales taxation, has 
not employed this form of tax since the 
last vestiges of the alcavala (which had 
declined greatly in importance in the 
19th century) were eliminated in 1911. 
But a very widespread system of excises, 
known as Contribucion de Usos y Con- 
sumos, is imposed. The system’s cover- 
age is so broad that it approaches that 
of the British purchase tax. The taxes 
are imposed upon the importation or 
manufacture of the taxed commodities, 
except in the case of automobiles, jew- 
elry, and objects of art, and a few 
minor items which are taxed at the re- 
tail level. 

The taxed articles are grouped into 
five general classes. The first consists 
of processed articles of widespread use, 
including canned vegetables (11 per 
cent), canned fruits (52), wines, salt 
(100), metals (7), soap (612), cement 
(7), paper and cartons (6 and 10), 
tires (10 and 18), thread (7), furni- 
ture, radios and refrigerators (7), furs 
(7 to 20), and glass and pottery (6 to 


13 The uplift, rate-change, and “D” scheme 
problems are analyzed in detail in an article by the 
author entitled “ The British Purchase Tax,” Cana- 
dian Tax Journal, March-April, 1955, pp. 97-112. 
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14). The second category includes gas 
and electricity, powder, petroleum, and 
the gross receipts from mines. The 
third category consists of a complicated 
set of taxes on transport, and the fourth 
consists of the usual forms of liquor 
taxes. The fifth group includes a num- 
ber of items regarded as luxuries, with 
relatively high rates. Included are such 
articles as automobiles (16 per cent), 
sporting goods (20), records (12), 
cameras (20), jewelry, perfume and 
cosmetics (22), tobacco (about 75). 
The excises are supplemented by stamp 
taxes on virtually all documents, in- 
cluding receipts, at low rates. 

The general aim of the excise tax 
structure has been to place a relatively 
light burden on many widely used ar- 
ticles, such as clothing (via the tax on 
thread), with substantially heavier tax 
on less necessary articles. The excise 


system yields about 30 per cent of total 
national revenues; the taxes on petro- 


tobacco, automobiles, thread, 
metals, gas and electricity are the most 
important from a yield standpoint. 
Some limited use of excises is made by 
the provinces and municipalities. At 
present, so far as is known, the Spanish 
government is giving no consideration 
to a sales tax; the excise system, despite 
its complexities, is regarded as a simpler 
and more equitable means of reaching 


leum, 
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consumer expenditures than a general 
sales tax. 

Portugal. Portugal likewise does not 
use a sales tax and has given little seri- 
ous consideration to one. A govern- 
mental commission now studying tax 
reform has been concerned almost en- 
tirely with direct taxes, and it is not ex- 
pected to recommend any form of sales 
tax. Excises are restricted to liquor, to- 
bacco, petroleum, sugar, and a few 
other items, although customs duties on 
such articles as automobiles, which are 
not domestically produced, are substan- 
tial and result in much the same pattern 
of burden as domestic excises in other 
countries, to the extent that they are 
borne by the consumers of the prod- 
ucts. In addition to the excises, there 
is an extremely broad stamp tax cover- 
ing all business documents, such as re- 
ceipts and checks; but the rates are 
relatively low. One peculiarity of the 
relatively heavy “ direct” tax on busi- 
ness firms should be noted; it is levied 
on gross income (after deduction of 
costs of materials and related items) 
rather than net income and thus is 
much more likely to be shifted, pro- 
ducing a burden comparable to that of 
a sales tax, than is the usual corporation 
income tax. 

The multiple-stage or turnover taxes 
will be discussed in Part II which will 
appear in the September issue. 
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6 ine purpose of this paper is to 
sketch in brief form the character 
and the significance of the divided gov- 
ernmental budget in the three constitu- 
tional monarchies of Scandinavia—Den- 
mark, Norway, and Sweden. The bud- 
getary division here referred to is that 
between an operating and a capital bud- 
get, a relatively recent innovation. 
Sweden will be given more space than 
Denmark and Norway, in part because 
her fiscal planning has found wider at- 
tention in the United States, in part 
because she has made the most persistent 
effort to convert the idea of the divided 
budget into a rational system. Some 
mention will also be made of a com- 
parable feature of British budgetary 
practice, the grouping of certain ex- 
penditures “ below the line.” 

A detailed description of the divided 
budget in the three Scandinavian coun- 
tries would easily run into a substantial 
monograph. Like all large-scale budget 
and accounting systems, private as well 


* The author is a staff member in the Director's 
Office, Bureau of the Budget, Executive Office of the 
President, and adjunct professor of political science, 
American University. He should not be assumed to 
reflect official positions. 

This paper has had the benefit of critical reading 
by officers of the Danish, Norwegian, and Swedish 
embassies and of the United Kingdom Treasury and 
Supply Delegation in Washington, D. C. Suggestions 
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Gerhard Colm, Chief Economist of the National 
Planning Association in Washington, D. C. and Dr. 
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Kurt Heinig of Stockholm, whose three-volume com- 
parative study, entitled Das Budget, was reviewed by 
the author in American Political Science Review, 
December, 1948, pp. 1238-1239, and September, 
1952, pp. 887-890. The friendly assistance of each 
of these is gratefully acknowledged. 


as public, the divided budget in 
Scandinavian practice is a highly tech- 
nical mechanism. Although its princi- 
pal features are not difficult to grasp, its 
intricacies are beyond the unaided com- 
prehension of the proverbial common 
man. They are best known to a small 
band of experts who are not in close 
communication with the public mind. 
Nor can it be assumed that these ex- 
perts will all agree in their understand- 
ing of the inner logic of the divided 
budget in relation to the budgetary 
treatment of particular fiscal trans- 
actions. But there is no need here to 
explore matters of detail, including the 
variations in arrangement and procedure 
that exist among the three countries. It 
is the essence of the thing rather than 
the detail that will yield the most use- 
ful conclusions for the American ob- 
server. 


Appeal of the Divided Budget 


It is an elementary proposition that 
the annual payroll of a police force and 
the construction of a toll bridge are 
widely different types of governmental 
expenditures. At the end of the fiscal 
year, crime is still with us, and so is the 
need for meeting the payroll of the 
police force in the next fiscal year. On 
the other hand, the toll bridge, once its 
construction is completed, not only 
produces revenue but also represents, in 
commercial accounting, an asset of the 
government. 

Differentiating expenditures. Yet, 
in the traditional governmental budget, 
both types of expenditures would be 
swallowed up with all other similarly 
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unlike expenditures in an unsorted total. 
When compared with total revenue, this 
unsorted total might indicate a deficit. 
But the deficit might completely disap- 
pear as soon as the newly created assets 
of the government were subtracted 
from the expenditure total, leaving only 
expenditures creating no such assets. 
This mystique of the balanced or un- 
balanced budget has long bothered fiscal 
reformers. They were bound to dis- 
cover that budgetary balance was not 
necessarily a matter of moral stamina, 
but conceivably in a primary sense a 
matter of arranging figures. Each such 
arrangement had its oddities, being 
usually governed by factors that ex- 
tended all the way from principle to 
accident. There was no universal rule 
to determine once and for all exactly 
what entries to show in the budget and 
how to show them. Thus precedent 


might retreat at any time in the face 
of convenience. 

Moreover, greater sophistication in 
differentiating expenditures had its ap- 


propriate reward. Relieved of the 
weight of capital items, the expenditure 
column could normally be held with 
much less strain to the level of current 
revenue. Expenditure for the creation 
of an asset might even be thought of as 
being in balance in the end with the 
valuation of the asset itself, and then 
would continue to balance as long as 
depreciation charges were offset by re- 
turns from the investment. Apart 
from the possibly awkward question of 
where to get the money in the first 
place, the government had simply trans- 
formed money into a money-making 
asset, without getting a penny poorer. 
And if there was no actual income from 
the investment, at least the value of the 
investment itself would be recaptured 
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for the budget by a capital account. 

Improving the budget. A_ better 
grouping of expenditures, however, was 
not the only appeal of the divided 
budget. By escaping from the blunt 
discipline of the undivided balanced 
budget and its frequent irrationalities, 
two generally desirable consequences 
appeared to be moved within reach. 

In the first place, it was expected that 
the divided budget would enable ordi- 
nary citizens as well as statesmen and 
officials to gain a clearer understanding 
of the fundamental anatomy of public 
finance. At the very least, people 
would stop living in ignorance of values 
that were collectively theirs. They 
would come to a better appreciation of 
the scope of capital formation directly 
effected by the government for the 
common good. 

In the second place, a budget system 
freed from the dead grip of the old- 
style balance would allow a closer cor- 
relation of governmental finance with 
economic policy. Such a budget system 
would lend itself more readily to being 
used as a means of influencing positively 
the general level of employment, and 
thus the health of the economy. More 
concretely, during a depression public 
authorities would be less easily scared 
into hapless economy measures all across 
the board. On the contrary, in such an 
emergency they would gain the courage 
to stimulate recovery by construction 
programs financed through borrowing 
—without impairment of respectability. 
In other words, it was good to do the 
right thing, but it was still better— 
much better, indeed—to make sure that 
the public would see it that way. 

Preserving sound finance. Both of 
these considerations have played a large 
role in the adoption of the divided 
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budget by the Scandinavian govern- 
ments. A further factor that deserves 
mention is part of what can perhaps be 
called a common Scandinavian fiscal 
tradition. It is the degree to which 
public officials as well as public opinion 
have long been in accord on the re- 
quirement that regular expenditure be 
met from taxation. 


The divided budget promised prop- 
erly to identify such expenditure in the 
operating budget. At the same time, 
this refinement would reduce the dan- 
gerous strain on the generally useful 
concept that the ends—properly de- 
fined—should meet. Those who re- 
garded the divided budget as a dishonest 
deal or as a flirtation with what is now 
known as deficit spending were there- 
fore put in the curious position of ap- 
parent indifference to the survival of 
sound public finance. 


Record of experience. No doubt 
Scandinavian opinion today shows in 
several respects the sobering effects of 
practical experience. Nothing ever 
turns out quite the way in which the 
enthusiasm of lively advocacy has origi- 
nally projected it. At the same time, 
there seems to be very little likelihood 
of a return to the previous state of 
things. Nor are there signs of a grow- 
ing movement away from the divided 
budget. 


Outside appraisal of the record, by 
and large, has retained a distinctly 
laudatory ring. A fairly representative 
example was carried in a recent issue of 
the international review Public Finance. 
There Professor Matti Leppo, a Finnish 
authority, reexamined Scandinavian ex- 
perience with the divided budget and 
found it on the whole very satisfactory. 
He concluded that the divided budget 
had proved to be the best practical form 
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for utilizing in the field of public fi- 
nance both the lessons of modern eco- 
nomic theory and the methods of cal- 
culating revenue needs as well as 
national capital formation. 

As a matter of fact, it is evident that 
increasing emphasis is being placed also 
in other European countries upon segre- 
gating governmental investment from 
operating expenditures. This is per- 
haps best illustrated in a report which 
Professor Henry Laufenburger pre- 
sented to the congress of the Interna- 
tional Institute of Public Finance held 
at Basel in 1949." In his report the dis- 
tinguished author went so far as to raise 
the concept of the divided budget to 
one of the main principles of forward- 
looking fiscal policy. 


Beginnings of the Divided Budget 


As might be imagined, the idea of 
the divided budget did not suddenly 
burst upon Scandinavian fiscal manage- 
ment. On the contrary, it assumed 
concrete form in the course of an un- 
hurried transition. First steps in this 
direction can be traced back beyond 
the beginning of the twentieth century. 
They tie in distantly with the elaborate 
system of double entry bookkeeping 
which toward the end of the past cen- 
tury was the recognized marvel of 
Italian budgetary achievement. 


It should perhaps be added that the 


1A comparative discussion of the economic aspects 
to be borne in mind in a reform of the budget, the 
report was published in 1950 in Paris in the pro- 
ceedings of the International Institute, which ap- 
peared under the general title The Budget in the 
Frame of the National Economy: Evolution of 
Budgetary Structure and Technique in the Different 
Countries. 

Apparently this view has also considerable strength 
in the French Study Commission on Budgetary Re- 
form headed by the Comptroller General of the 
Army, R. Jacomet, who is one of the editors, to- 
gether with Professor Laufenburger, of the influential 
Annales de Finances Publiques. 
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introduction of a full-fledged divided 
budget broadly coincided with the ris- 
ing fortunes of the Social Democratic 
Party in the three Scandinavian coun- 
tries. But it would be wrong to say 
that the new-type budget was the di- 
rect result of a political program sym- 
pathetic to what is frequently called the 
welfare state. The matter was not one 
of clear-cut partisan division. Men of 
different political affiliation showed 
themselves equally impressed with the 
merits of a more orderly grouping of 
the items on the public ledger. It is 
true, adoption of the divided budget 
was accompanied to a certain extent by 
partisan argument, and Social Demo- 
crats did play a role among the prime 
movers, except in Norway. Yet the de- 
velopment set off so little real contro- 
versy that the change in the budget 
system did not acquire a party label. 

As part of an unbroken evolution, 
the dates that mark the formal estab- 
lishment of the divided budget in the 
Scandinavian countries may not have a 
great deal of meaning. Denmark led 
the procession, with the enactment in 
1927 of the budgetary reforms initiated 
by Carl V. Bramsnaes, a minister of fi- 
nance whose background combined pro- 
fessional training in economics, civil 
service, academic teaching and a parlia- 
mentary career. Norway took the same 
step almost simultaneously, which is less 
surprising when one considers that there 
has long been a good deal of natural 
interchange in the concerns of the three 
northern nations. The Swedish parlia- 
ment endorsed the introduction of the 
divided budget in 1937. Its current, 
more fully developed form dates from 
1944. 

The whole development, of course, is 
related to the economic stresses follow- 
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ing the First World War and the sub- 
sequent depression of the ’thirties. 
Both exerted heavy pressure on those 
‘responsible for economic policy in the 
Scandinavian cabinets. How to organ- 
ize a budget might be a very abstract 
question under other circumstances, but 
for Scandinavian finance ministers the 
urgency of an answer arose from their 
determination to ease the strain on the 
economy during a slump. 


Origin of the Swedish System 


Although the lessons of economic ad- 
versity had a prompting effect upon the 
emergence of the divided budget in 
Scandinavian fiscal administration, there 
is no less evidence of the influence of 
personalities in important places. In 
Sweden, the new ideas were carried for- 
ward by a group of vigorous minds— 
Ernst J. Wigforss, Gustav Cassel, Dag 
Hammarskjold, Gunnar Myrdal, Erik 
Lindahl, and others less well known. 

Wigforss, college teacher and legis- 
lator, at an early date took the initia- 
tive, as minister of finance, in testing 
the new-fangled policy of checking the 
business cycle by incurring deficits in 
times of decline and aiming at surpluses 
in times of boom. In 1930-1932 he 
managed successfully the government’s 
program of financing employment ex- 
penditures from new loans. All of a 
short-term character, these loans were 
geared to the expectation that they 
would be repaid as soon as the upward 
phase of the business cycle was reached. 
And so they were. By 1938 the loans 
had been paid off. 

Investment planning and the budget. 

More difficult was progress toward 
introducing systematic long-term plan- 
ning of public investment for the pur- 
pose of mitigating future business 
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cycles. This planning would have to 
extend beyond capital outlays made by 
the government or by government- 
owned enterprises to include also the in- 
vestments of local governments. It was 
in connection with his drive for effec- 
tive investment planning that Wigforss 
brought the government’s real estate of 
a nonremunerative character into the 
official accounts. To this end, in 1935, 
a special capital fund was set up equal 
in amount to the value of these assets. 

A committee of experts appointed by 
Wigforss in the meantime studied the 
desirable adjustments in the budget sys- 
tem. The recommendations of this 


committee were first applied in the 
budget for the fiscal year 1938-1939. 
The change consisted essentially in the 
separation of the budget into two parts, 
one for current operations and the 
other for capital transactions. The op- 


erating budget was linked to a budget 
equalization fund, intended to record 
the long-range budgetary development 
over a period roughly commensurate 
with the business cycle. 


Variety of objectives. One of the 
motivations underneath the establish- 
ment of the divided budget in Sweden 
was to enable both the people and the 
government to visualize budgetary re- 
sults as if the government were a private 
firm or business concern. The current 
budget would thus be equal to a profit 
and loss account, whereas the capital 
budget would account for changes in 
the government’s total assets. It was 
this turn toward what could be adver- 
tised as businesslike budgeting that gave 
the exponents of the new way another 
reason for presenting the divided bud- 
get to the public as a reinforcement of 
good financial practice. 
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More important, however, for the 
government’s interest in the divided 
budget was something else. During the 
deep drop of 1930-1932, public spend- 
ing—national as well as local—had dis- 
played an almost spontaneous tendency 
toward contraction, in a sort of blind 
dash for economy. This obstructed in 
good part the government’s pursuit of a 
policy designed to serve countercyclical 
purposes. It was thus recognized that 
the fixed idea of holding the budget in 
balance could severely impede the degree 
of flexibility that was needed to secure 
either a surplus or a deficit, depending 
on the changing conditions of the 
economy. One large aspect of the 
theory of the divided budget was the 
identification of public capital in terms 
of value. This in itself was expected to 
shift the concern with balance in 
budgetary terms from the total of an- 
nual expenditures to the longer-range 
relationship between the operating bud- 
get and the capital budget. 

In Sweden, as well as in Denmark and 
Norway, adoption of the divided budget 
had the added attraction of illuminating 
the size and composition of the govern- 
mental sector of the economy. There 
was considerable public capital to ac- 
count for in countries where it was 
looked upon as normal for the govern- 
ment to assume direct responsibility for 
a large share of activities that involve 
investment. Each of the many eco- 
nomic enterprises under the control of 
the government would represent an as- 
set to be accounted for in the capital 
budget. 

If one looks back today upon the 
origin of the Swedish system, the im- 
pression grows that the sponsors were 
probably rather sanguine in several re- 
spects. For one thing, they seem to 
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have overrated the economic potentiali- 
ties of the divided budget. Propor- 
tionately they underrated the possibility 
that the new scheme might have its 
principal utility as a device of social 
accounting. Moreover, it appears that 
the men around Wigforss did not al- 
ways keep apart in their minds the 
picture of a government happy to run 
its own far-flung business and the quite 
different concept of that government 
acting as the general trustee of pros- 
perity. Finally, the sponsors in all like- 
lihood had a somewhat simplified view 
of the distinction between operating ex- 
penditures and capital transactions, thus 
playing down practical difficulties in 
classification which later came to bother 
ministers of finance as well as law- 
makers. 


Outline of the Swedish System 


The heart of the theory of the divided 
budget in Sweden may be found in the 
intended emphasis upon the financial 
status of the government in terms of an 


accounting for all of its assets. What 
counts is not the basically inconclusive 
relationship between annual income and 
outgo as shown for each fiscal year. The 
concept of budgetary balance in rela- 
tion to the individual fiscal year is in- 
tentionally minimized. More relevant 
is the question of whether or not an in- 
crease or a decrease in total assets has 
occurred, 


Inconspicuous adaptation. On the 
other hand, the traditional budget was 
not abandoned but retained as a sub- 
structure. Existing budgetary pro- 
cedures generally remained unchanged. 
Even the annual budget cycle—the 
presentation of the budget fiscal year 
upon fiscal year—was not disturbed. 
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What happened was that the concept of 
budgetary balance was separated from 
the arbitrary time unit of the fiscal year 
and oriented toward a period that might 
be expected to cover the length of the 
business cycle. 

During and after World War II, at- 
tention turned still further toward an 
economic view of budgetary planning. 
The issue of surplus or deficit in the 
operating budget was no longer very 
material, considering its limited eco- 
nomic importance. The focus was on 
the effects of budgetary policy upon the 
economy as a whole. Even this increas- 
ing tendency, it should be noted, has 
not brought forth any marked modifi- 
cations in the formal arrangement of the 
budget or in the time-honored adminis- 
trative methods of its preparation and 
execution. The interpretation of eco- 
nomic trends in relation to the budget 
is left primarily to the Swedish Institute 
of Economic Analysis. Its research 
activities, including the annual survey 
of the economy known as the nation’s 
budget, have become an essential factor 
in the government’s fiscal planning. 

As early as 1912, business-type activi- 
ties of the government had _ been 
separated in the Swedish budget from 
primarily administrative activities. The 
business-type activities had been ac- 
counted for outside the budget in the 
form of so-called capital or credit funds. 
The divided budget provided a suitable 
device for integrating these funds with 
the other governmental accounts. It 
should perhaps be mentioned that all of 
the business-type activities use internally 
the methods of commercial accounting. 


The operating budget. The operating 


budget shows on the revenue side not 
only tax receipts and similar payments 
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to the government, but also the surplus 
of the government’s economic enter- 
prises and such comparable activities as 
postal service, telegraph, railroads and 
forests on the one hand and govern- 
mental credit operations for the benefit 
of industry, shipping and housing on 
the other. On the expenditure side one 
finds what the government is spending 
on its various activities except those that 
involve capital formation or produce 
income. 

The expenditures consist of several 
main groups. First there are all of the 
customary governmental functions, 
presented under the heading of each of 
the central departments. Then there 
are the investments in road construc- 
tion, because these, as a matter of defini- 
tion, do not show up in the capital bud- 
get. Next there are transfer operations 
involving other funds, such as payments 
for certain types of social insurance and 
price subsidies. 


The expenditure side of the operating 
budget includes also payments to the 


capital funds previously mentioned. 
These payments consist of governmental 
contributions to meet the deficit of the 
Civil Aviation Fund, interest on the 
national debt to the credit of the 
National Debt Office, and money made 
available to capital funds carrying on 
business-type activities. The payments 
to these capital funds are for three pur- 
poses. They are to be used for depreci- 
ation of new capital investments, be- 
cause the part of these investments 
which is not revenue-producing is 
written off on the expenditure side, bor- 
rowing being permissible only for 
revenue-producing investments. They 
are also to cover interest on loans, inso- 
far as the interest rate on the money 
lent is lower than the actual cost to the 
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government. And finally, they are to 
be applied to capital losses, insofar as 
the equivalent was previously shown in 
the capital budget. In the detailed in- 
vestment budgets of the individual 
funds, these expenditures appear on the 
income side as the corresponding 
counterentry. 

Revenue, in the first place, is made 
up of revenue proper—that is, taxes, 
customs, social insurance contributions, 
fees and charges, and the like. In ad- 
dition, there is the revenue from capital 
funds in the form of net profits. These 
profits flow not only from govern- 
mental business enterprises but also from 
such other sources as the Real Estate 


Fund and the Fund for Loan Subsidies. 


The Budget Equalization Fund. Es- 
sentially a bookkeeping operation, the 
Budget Equalization Fund is intended 
to reflect the formal surplus or deficit 
in the operating budgets year upon year. 
The theory behind this fund is to 
salvage the concept of budgetary balance 
by relating it to the business cycle in- 
stead of the fiscal year. In other words, 
the losses of bad years are expected to 
be met from the gains of good ones. 


The capital budget. The present 
form of the capital budget was first 
used in the fiscal year 1944-1945. Its 
purpose is to make visible the money re- 
quired by the various capital funds for 
financing their investments. Thus the 
capital budget documents the net in- 
vestments of the government. 

The individual capital funds present 
their own investment budgets outside 
the capital budget proper, but these 
separate budgets are included in the 
capital budget as attachments. On the 
debit side of the individual investment 
budget, each capital fund accounts for 
all proposed investments including re- 
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placements. On the credit side, there 
are first the counterentries for capital 
expenditures shown in the operating 
budget. They consist of the amounts 
written off to cover that part of new 
investment which is not revenue-pro- 
ducing. In addition to these amounts 
coming from the operating budget, the 
receipts include depreciation allowances 
indicated in the operating accounts of 
the individual capital funds and liquid- 
ation of investments. The difference 
between proposed investments and avail- 
able means is expressed as the fund’s in- 
vestment authorization. The authori- 
zations asked for by the various capital 
funds are grouped together in an in- 
vestment plan, which shows the loans 
needed by each fund. 

The capital budget proper, on the 
credit side, consists of one single entry 
made up of all proposed new public in- 


vestments to be financed by the gov- 
ernment. On the expenditure side, the 
net investments of the capital funds are 
presented under such headings as eco- 
nomic enterprises, Civil Aviation Fund, 
Real Estate Fund, and Fund for Loan 


Subsidies. The amounts needed for in- 
vestment are made available through the 
National Debt Office, but the financing 
activities of the National Debt Office 
are not shown in the budget. 

Accounting in terms of assets does 
not ignore the executive departments. 
The general ledger of the government 
contains a statement which summarizes 
for the individual departments and 
agencies their real estate, inventories and 
supplies, bank deposits, loans given and 
advances made, and obligations incurred 
by other departments. These assets are 
shown in relation to what the depart- 
ment owes. 
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Economic analysis. The Swedish de- 
velopment since the adoption of the 
divided budget has led away from an 
isolated consideration of the govern- 
ment’s financial operations toward a 
recognition of the relationship of the 
budget to the economy as a whole. 
Since 1947, annual preparation of 
the comprehensive analysis called the 
nation’s budget has been furnishing a 
general frame of reference for the 
preparation of the government’s budget. 
The nation’s budget is, in effect, a state- 
ment of the actual and anticipated 
national income, showing receipts and 
expenditures of the main sectors of the 
economy, such as consumers, corporate 
business, and government. 

Knowledge of current trends and 
tendencies, as reflected in the nation’s 
budget, plays today a growing role not 
only in the cabinet’s fiscal planning but 
also in the parliamentary discussion of 
the budget. But the Institute of Eco- 
nomic Analysis does not pretend to have 
all the answers. As a matter of fact, it 
has repeatedly complained about de- 
ficiencies and gaps in the existing bud- 
getary classification of expenditures and 
receipts, especially with respect to in- 
ventories in the hands of the govern- 
ment and its economic enterprises. Dif- 
ferentiation of types of costs does not 
extend very far in the operating bud- 
get. For proper transparency, in the 
interest of accurate economic forecast- 
ing, the present methods of presenting 
budgetary accounts is not yet wholly 
adequate. 

Of particular use are the supple- 
mentary reports of the Institute of Eco- 
nomic Analysis. It is on the basis of 
such studies, including the nation’s 
budget, that the minister of finance pre- 
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pares his so-called financial plan. This 
plan measures the impact of the budget 
surplus or deficit on current economic 
conditions, including the repercussions 
of taxes, subsidies, and social insurance 
payments on business and consumption. 
The financial plan, as an appendix to 
the budget, comes before parliament as 
one of the key documents of fiscal 
policy. 

In Swedish practice, an appropriation 
is an authorization to the king, who in 
turn—as king in council—authorizes 
the departments and agencies to spend 
the money. In acting on such parlia- 
mentary authorizations, the king in 
council is granted a good deal of flexi- 
bility. In particular, amounts that 
merely represent approximate estimates 
may be exceeded within reason, with- 
out prior parliamentary consent. This 
applies to about half of all appropria- 
tions. Other appropriations are ex- 
pressed in exact amounts. In addition, 
the budget contains amounts which 
may be drawn upon for three years. 
All appropriations in the capital bud- 
get are of this kind. On the other hand, 
departments are ordinarily expected to 
live by as well as within their estimates, 
including the subheads. But with this 
kind of budget, the government has a 
relatively free hand in pursuing its pro- 
gram and adjusting it to changing eco- 
nomic circumstances. 


Sources of Budgetary Discipline 

It is obvious that introduction of the 
divided budget in the three Scandi- 
navian countries was not intended to 
initiate a reign of easy-going finance. 
If borrowing, under specified conditions, 


was to become respectable, it was not 
meant to run wild or to cause a de- 


NATIONAL TAX JOURNAL 


{ Vor. VII 


terioration of the government’s financial 
position. In part, indeed, the divided 
budget was originally offered as a mag- 
nifying glass to be held over the fiscal 
situation so that everybody could see 
what was happening. 


Responsible government. These in- 
tentions did not prove utopian. But the 
absence of a correlation between the 
divided budget and uninhibited spend- 
ing has its clearest lesson in the light it 
casts upon the style and spirit of 
Scandinavian politics. 

In particular, the institutions of 
Scandinavian parliamentary government 
keep the cabinet in partnership with the 
legislative majority on which it rests. 
This majority—whether of one party 
or of several parties in coalition—in 
turn confronts an active opposition also 
organized on party lines. As a result, 
politics is program-minded and not 
dominated by cliques. What is no less 
important, the parties that count 
politically gravitate toward the middle 
of the road economically. Conserva- 
tives and Social Democrats may have 
sharp tussles, but they share much of 
that down-to-earth attitude that has so 
often struck foreign observers as 
peculiarly Scandinavian. 


Administrative integrity. Budgetary 
discipline also finds a basis in adminis- 


trative conduct. Despite the leeway 
which Scandinavian practice allows the 
government in committing revenue to 
public purposes, the strict rules imposed 
upon administrative officials in budget 
execution have never been relaxed. 

The characteristic ties between per- 
manent officialdom, political leadership, 
and academic life have tended to pro- 
mote responsiveness in the administra- 
tive process. The effects are multiplied 
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by the fact that Scandinavian usage 
leaves the members of the high career 
service an unusually large measure of 
responsibility under the parliamentary 
system. This is particularly true of 
Sweden. The relative independence of 
action which administrative officials en- 
joy has its necessary counterpart in an 
accountability which can be enforced 
not only in the departmental channel 
but also by criminal prosecution. Yet, 
if irregularities are rare, the main reason 
lies in the support which high standards 
of conduct find among the bureaucracy 
itself. 

One means of invigorating the sense 
of official responsibility in Sweden is the 
general rule that every citizen be given 
free access to public documents, whether 
they are in the files of central or local 
authorities. This, naturally, is of par- 
ticular interest to the press. Use of the 
privilege of access to public papers is not 
infrequent. Its greatest value lies 
probably in the prevention of actions 
that shy away from public scrutiny. 

As a safeguard of responsible ad- 
ministration, the Scandinavian countries 
have developed a notably effective sys- 
tem of administrative law, especially as 
a control over official actions. And then 
there is the General Accounting Office, 
independent of the cabinet. This office 
examines the propriety of expenditures. 
When there is something wrong, the 
answerable official is under legal obliga- 
tion to restore the missing amount, sub- 
ject to adjudication by the administra- 
tive courts. 

These controls are independent of 
those which are exercised over budget 
execution by the legislature _ itself. 
Sweden employs the institution of 
special comptrollers, elected annually by 
parliament from among its own mem- 
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bers. What is expected of them is not 
mastery of budgetary procedure but 
good judgment based upon common- 
sense and freedom from bureaucratic 
entanglements. The annual reports of 
these comptrollers often contain pro- 
posals for improvements. 

The reports may pin responsibility on 
individual. officials. They may also 
charge the government as such. If 
there is failure by the government to 
live up to the budget law, the constitu- 
tion stipulates civil as well as criminal 
liability. Such a charge, of: course, 
would be a most exceptional thing. But 
it does not follow that the constitution 
does not exert a healthy influence. 
More common, to be sure, would be 
parliamentary debate and censure of 
the government, as in other countries 
under the cabinet system. 


Expenditures “below the line” in 
British Practice 


At this point it may be useful to 
turn from the Scandinavian example 
to a comparable feature of budgeting in 
England. It is found in the way ex- 
penditures authorized to be financed by 
borrowing are accounted for in the 
British budget. They are, as the phrase 
goes, carried “ below the line.” 


When one hears of expenditures made 
from borrowing and for this very reason 
put below the line, it may sound a 
little like something deliberately hidden 
away—between the lines, as it were, to 


all but the alert eye. Thus what in 
British budgetary parlance is called be- 
low the line could be simply a virtu- 
ous apology for fiscal vice, or at least a 
delicate admission of weakness. It is 
also plausible, of course, to assume that 
what is found below the line repre- 
sents a full-fledged capital account, set 
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apart in orderly fashion from an operat- 
ing budget placed “ above the line.” 

Neither of these first guesses is right, 
however. What can perhaps be said is 
that both in different ways contain a 
grain of truth. For the most part co- 
incidentally rather than intentionally, 
the expenditures grouped below the 
line in recent years have come to sug- 
gest the beginnings of a gradual develop- 
ment that might lead eventually to a 
genuine capital budget. Simultaneously, 
in and out of the government, there has 
been considerable sentiment in favor of 
avoiding any unwarranted bulge be- 
low the line. Whatever the outcome 
envisaged by different advocates of re- 
form, no one speaking responsibly has 
shown himself indifferent to the need 
for rational categorization and effective 
control with respect to the embryonic 
capital account. 


Nominal exclusion from the budget. 
The briefest explanation of the meaning 
of below the line is to point out that 
the budget itself is above the line. As 
a presumably axiomatic matter, the 
whole of the budget is to be financed 
from taxation and other normal sources 
of revenue. Being financed by borrow- 
ing, expenditures below the line may 
thus be regarded, if only on grounds of 
semantics, as not being budget expendi- 
tures at all. It has therefore been said 
with considerable justification that in a 
completely normal year it would be a 
violation of British financial tradition to 
make a gesture toward borrowing in the 
budget itself. The same would be true 


of the explicit provision in the budget 
of funds to meet large-scale contin- 
This rests on the theory that 
foreseeable contingencies, for the sake 
of completeness of budgetary planning, 


gencies. 
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should be provided for within the scope 
of individual estimates. 

All of this, of course, goes for 
normal years or familiar conditions. 
The absence of both has caused an en- 
largement of the category of expendi- 
tures placed below the line in recent 
times, especially under the impact of 
wartime finance. Moreover, novel pro- 
grams of the government were in in- 
creasing instances financing operations 
to enable bodies outside the depart- 
mental machinery to do desirable jobs. 
The money would come back with time, 
and the outgo did not seem to belong 
in the budget for any given fiscal year. 

Thus it can still be argued that what 
has changed was not budgetary pro- 
cedure but the character of the con- 
ditions to which it has to be applied. 
But the relative swelling of the total 
amount appearing below the line is 
being accepted increasingly as one of 
the facts of life. The fiscal result is 
now occasionally compared in England 
with the extraordinary budgets of other 
countries. 

Looking at the matter historically, 
one is confronted with an instructive 
paradox. If below the line financing 
may seem like a subterfuge, its origin 
is linked to the desire to keep borrowing 
out of the budget proper. This, after 
all, shows a rather conservative predis- 
position. The practice of putting cer- 
tain expenditures below the line arose 
from the fact that the canons of normal 
budgeting did not fit abnormal times or 
novel circumstances. 

Hence the government on various oc- 
casions sought and obtained from parlia- 
ment authorization to meet abnormal or 
novel conditions by resort to borrow- 
ing. Such procedure seemed to pre- 
serve the venerable rule that the British 
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budget basically is kept in balance by 
taxation. Generally speaking, that has 
been the case—leaving aside fluctuating 
differences between income and outgo 
which are explained for the most part 
by an inevitable margin of error in esti- 
mating revenue and expenditure at the 
threshold of the fiscal year. 


Blunting of distinctions. Like many 
things British, the practice of dropping 
certain expenditures below the line 
developed pragmatically. Being thought 
of as irregular and perhaps of a passing 
nature, it was initiated without estab- 
lishment of a precise understanding as 
to which kinds of expenditures ought or 
ought not to be financed by loans. And 
so it has remained, essentially. 

Such items as compensations for war 
damage or refunds or excess profit tax 
payments are different in their fiscal 
nature from advances to local authori- 
ties on the one hand and to the Coal 
Fund and the Raw Cotton Commission 
on the other. Yet all of these have 
shown up below the line. More- 
over, without support by any clear-cut 
definition, loans may also be found en- 
meshed in departmental expenditure 
above the line—as was the case with 
loans to allies. Much the same freedom 
of budgetary treatment may be observed 
on the side of receipts below the line, 
where matters have tended no less to 
reflect discretionary inclination on the 
part of the Treasury, however well 
mixed with caution and _ sensitivity 
toward parliamentary preference. 

As a result of the absence of clearly 
specified understandings about what 
should go below the line, the assort- 
ment of expenditures found there in 
recent years has looked rather hodge- 
podge to the outsider. This became a 
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matter of considerable debate in 1947, 
when the impressive surplus in the bud- 
get proper was wiped out by expendi- 
tures put below the line with parlia- 
mentary sanction. Halfway converted 
by the critics, Sir Stafford Cripps, as 
Chancellor of the Exchequer, at that 
point initiated the so-called alternative 
classification. 

The alternative classification was 
meant to be experimental, but thus far 
has survived. By all appearance, it was 
a step in the direction of a true capital 
account. But it was only a step, and 
hardly a decisive one, as it neither re- 
placed the older way nor significantly 
improved upon it—as, for instance, by 
clarifying the criteria for including 
items in the alternative classification. 


Fork in the road. Further develop- 
ment in the direction of a consistent 
capital account has not occurred. This 
may reflect the fact that the existence 
of a capital account in itself does not 
remove the inherent difficulties which 
stand in the way of designing a budget 
structure closely responsive to a general 
policy of full employment. There is 
the question, for instance, of whether a 
strictly managed capital account would 
grant sufficient leeway to finance a large 
employment program on a deficit when 
creation of work by governmental 
action appears to be a necessity. What 
might be involved would be not only 
matters of semantics and thus of red 
tape, but also the difference between 
creating assets and mainly boosting pur- 
chasing power. 

But this is not the only fork in the 
road. Some British economists, like 
John R. Hicks in his Problem of Bud- 
getary Reform (1948), appear as much 
concerned with giving special budgetary 
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expression to the commercial role of the 
government. In its capacity as an in- 
creasingly important manager of busi- 
ness and kindred enterprises, the govern- 
ment acts in a character distinguishable 
from the exercise of public authority in 
its various forms. Here is the germ of 
a distinction between the business bud- 
get of the government and its adminis- 
trative budget. Yet such a distinction, 
again, may yield little benefit by itself 
when it comes to increasing the suita- 
bility of the budget for use as a ready 
instrument to bolster the stability and 
growth of the economy. 


Scandinavian Use of the Nation’s 


Bud get 


Returning now to the Scandinavian 
evolution, one may well ask exactly how 
much the government’s budget is being 
affected by the preparation of the 


nation’s budget. In each of the 
Scandinavian countries, this compre- 
hensive survey of the economy became a 
regular element in the formulation of 
the government’s fiscal program shortly 
after World War II, with Norway 
moving first (1946). 

In approach as well as form, the 
nation’s budgets of the three countries 
show a striking resemblance. The re- 
semblance extends to both the impres- 
sive level of informative public report- 
ing and the scientific reserve in arriving 
at conclusions. Cynics may chuckle, 
but statesmen should appreciate it when 
the Danish nation’s budget of 1954, for 
instance, at the end comes up with the 
flat statement: “In this situation it is 
obviously impossible to make accurate 
forecasts on which the economic policy 
may be based.” 

Appropriate and beneficial as this 
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kind of summation may be when sitting 
tight seems better than getting frantic, 
it is not typical of the advice passed out. 
In the main, the Scandinavian national 
budgets have exerted a distinctly con- 
structive influence. They came to 
furnish welcome orientation for the 
definition of budgetary goals, although 
they preferred to suggest needed fiscal 
actions indirectly rather than advanc- 
ing policy recommendations in any de- 
gree of specificity. Thus the nation’s 
budget gave the basic rationale for what 
the government’s budget undertook to 
accomplish. This was like a shot in the 
arm for the budget process. Moreover, 
no finance minister’s budget speech 
could singly have had as much effect in 
winning acceptance for unpopular 
necessities as the almost absent-minded 
recitation of hard facts in the nation’s 
budget. 

In Norway, for instance, the first 
nation’s budgets argued the grim case 
for keeping consumption down in order 
to proceed safely with the reconstruc- 
tion of the war-torn economy by vigor- 
ous promotion of investment. Here 
Erik Brofoss, a lawyer-economist, used 
his standing and his achievements as 
minister of finance to demonstrate how 
valuable for policy-making the nation’s 
budget could be. Denmark, similarly, 
had to take the mean medicine of de- 
flationary rehabilitation at the end of 
the war. There, too, the nation’s bud- 
get proved itself a persuasive voice in 
showing what had to be done. 

Because economic analysis is hard to 
beat except by better analysis, the eco- 
nomic approach is perhaps politically 
vulnerable on the part of those who 
have no taste for experts. Of late, for 
instance, some negative reaction has be- 
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come noticeable, especially in Denmark, 
where as a result the nation’s budget has 
now been made into a slimmer public 
document. But the matter goes beyond 
the familiar suspicions toward presum- 
ably impractical economic dabblers. 
There is also the persistent question of 
whether the nation’s budget is meant to 
be a forecast or a program. The im- 
plication that it should not be treated 
as a program suggests that it can hardly 
fail to reflect a program—that outlined 
in the government’s budget, which is 
based on the nation’s budget. 


Capital Budget and Nation’s Budget 


Identification of public investment 
and its separation from other types of 
expenditure is clearly needed in draw- 
ing up a nation’s budget. But it does 
not follow that the accounting for the 
different kinds of outgo in the present 
form of the divided budget supplies a 
good foundation for the nation’s bud- 
get. The summarizations under such 
headings as government finance or pub- 
lic income and expenditure which form 
part of the nation’s budgets deal with 
the totals in quite broad strokes. Nor- 
way’s nation’s budget of 1954, for ex- 
ample, does not enter into a specific 
discussion of the government’s invest- 
ment program, except for mentioning 
its declining scope. 

The concrete utility of the divided 
budget as an accounting base for the 
nation’s budget is therefore in no way 
as great as might first be assumed. The 
recent progress in the formulation of 
national accounts—in the sense in which 
this term is being used, for instance, for 
purposes of the Organization of Euro- 
pean Economic Cooperation—may be 
ultimately far more significant. In 
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other words, although one cannot fail 
to see the intellectual thread that runs 
from the nation’s budget to the gov- 
ernment’s budget, the former, in any 
particulars, has little trucking with the 
latter. 

Halfway this is even admitted by 
those who hold the divided budget in 
high esteem because of their faith in its 
countercyclical efficiency. One of them 
is Professor Leppo, whose evaluative 
survey of the Scandinavian example was 
referred to above. Although convinced 
that the effective supply of information 
useful for budgetary purposes is best 
assured by the divided budget, he 
slipped in an interesting qualification. 
He pointed out that even countries thus 
far all set to retain the undivided bud- 
get, especially the United States, actu- 
ally make use of methods little different 
from those employed by the Scandi- 
navian countries in taking fiscal action 
required to meet an economic slump. 
This qualification appears to jeopardize 
his main argument. 


Divided Budget and Fiscal Action 


Proper grouping of revenues and ex- 
penditures—and in particular the latter 
—is a fundamental requirement of an 
intelligible budget useful to policy- 
makers and the public alike. Although 
inevitably dependent technically 
adequate and therefore often complex 
definitions, identification of capital 
items is obviously a step toward specify- 
ing relevant categories. But such identi- 
fication does not need to take the form 
of the divided budget on the Scandi- 
navian model. Nor is it immediately 
and automatically helpful for counter- 
cyclical planning, irrespective of the 
concepts underlying the classification of 
the capital accounts. 


on 
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Moreover, if the divided budget exerts 
a healthy influence in fiscal manage- 
ment, it does not serve as a road sign 
which tells policy-makers in which 
direction to go. The burden of choice 
is still to be shouldered, as the full 
measure of political responsibility. 
When the chips are down, tough de- 
cisions must often be made—and be 
defended in the forum of public 
opinion. 

For such defense—as, indeed, for the 
normal presentation of the budget to 
parliament—it cannot be said that the 
conclusions to be drawn from the pic- 
ture shown in the divided budget are 
usually plain. On the contrary, the 
meaning of what it all comes down to is 
rarely clear without considerable ex- 
planatory comment. The parliamentary 
budget debates frequently revolve 
around the seesaw puzzle of putting the 
right items together to get the whole 
story. The Danish minister of finance, 
as one illustration, spent the opening 
part of his last budget speech (for fiscal 
year 1954) on this sort of unscrambling 
exercise. 

Then also, establishment of a capital 
budget can hardly be expected to have 
accelerating effects in the execution of 
countercyclical fiscal policy when speed 
is of the essence. Mere bookkeeping, for 
such a purpose, is of no help. This point 
is demonstrated by the fact that the 
Scandinavian countries have found it 
desirable to formulate separate reserve 
budgets comparable to what in this 
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country has been talked about as the 
shelf of public works. 

The projects included in the reserve 
budget are developed to such a degree 
that they can be started on shortest 
notice. Stimulation of parallel action 
on the part of local governments is at- 
tempted by granting them advances for 
the planning of suitable projects. In 
Sweden, this type of reserve budget has 
been submitted to parliament for ad- 
vance appropriation. 

On the other hand, the actual charac- 
ter of a country’s fiscal policy is not 
predetermined by the fact that the bud- 
get is shown in a divided form. As was 
mentioned earlier, the Scandinavian 
countries have found it necessary to 
turn the rudder rather sharply on oc- 
casion. After World War II, Denmark 
and Norway in particular have effec- 
tively pursued contractive policies with 
respect to consumer spending in order 
to regain a basis for economic strength. 

Conversely, since the establishment 
of the divided budget there has been 
no noticeable spurt in Scandinavia 
along the road of the so-called welfare 
state. In this matter, of course, much 
depends on the political resources of 
individual nations—the sense of re- 
straint, the degree of managerial per- 
spective, and the state of public 
opinion. On such counts the Scandi- 
navian countries are perhaps better en- 
dowed than others. There is no evi- 
dence here that creation of a capital 
budget in the general run necessarily 
increases total governmental spending. 
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HERE exists a considerable body of 

literature on the theoretical bases 
and alternative methods of determining 
economically sound motor vehicle tax 
structures and rate scales. An im- 
portant portion of this material, much 
of which is available only in federal 
documents or in unpublished mimeo- 
graphed form, has been developed by 
personnel of federal agencies, particu- 
larly of the Bureau of Public Roads. 
Other significant contributions have 
been made by representatives of private 
groups, such as the railroads and the 
commercial truckers, with a vested in- 
terest in the problem. Practitioners in 
state highway agencies and academicians 
in the employ of state agencies have also 
added a share. There are notable ex- 
ceptions, but this is one subject on 
which academicians, as academicians, 
have largely missed an opportunity to 
add to the cacophony. 

Time will not permit even a brief 
survey of this literature in this paper. 
It suffices to say that there is little con- 
sensus among the various authors. The 
new expeditioner is free to chart his 
own course. His findings may be im- 
pugned, but they can be presented with- 
out fear of conclusive refutation. 


* The author is Professor of Economics at Louisiana 
State University. For the past eighteen months he 
has been directing a comprehensive study of highway, 
road, and street finance in Louisiana for the Louisiana 
Legislative Council and the Louisiana Department of 
Highways. The study is being conducted in the 
Division of Research of the College of Commerce, 
Louisiana State University. 


For reasons of theory and of political 
and administrative expediency, there is 
little disagreement with the idea that 
highway costs should be borne, at least 
in part, by highway users through taxes 
upon motor vehicles. Justification for 
such taxation will generally rest upon a 
nebulous concept of benefit received. 
Some measure of relative use will be 
suggested as a means of correlating taxes 
and benefits. 

If highways are considered a part of 
the plant or fixed assets of the motor 
transport industry, an equally plausible 
case can be made for regarding motor 
vehicle taxes as a price paid for the 
services of highways. Viewed as such, 
the taxes must cover the cost of the as- 
sets involved, or the market mechanism 
cannot be expected to effect a proper 
allocation of resources among transport 
media and between the transport system 
and other sectors of the economy. This 
approach is particularly applicable to 
commercial vehicles; it also applies to 
some extent to private passenger cars 
because they too compete with com- 
mercial transport and other industries 
for scarce resources.’ 

Still another suggested approach 
would regard motor vehicle taxes as 
prices paid for services from capital in- 
vested in a highway plant but prices to 
be equated not with the cost of pro- 


1 This approach is advocated by Royall Brandis in 
“Some Economic Aspects of Highway Finance,” 
Current Economic Comment, November, 1953, pp. 
47-57. 
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viding the plant but the marginal social 
cost of providing the service from the 
existing plant. “ This cost is made up 
of two major components: first, direct 
physical resources which are used up, 
or more correctly, alternative products 
which could have been produced by 
these resources, and second, the addi- 
tional burdens or costs that are imposed 
on other users in terms of reduced 
operating efficiency.” * The latter costs 
referred to as “ spillover ” costs are said 
to be the product of traffic congestion. 
The primary purpose of highway-user 
taxes, which are to be regarded as prices, 
should be to restrict demand or traffic, 
according to this approach.” 

The first approach emphasizes equity, 
the second the economic use of re- 
sources, and the latter the efficient use 
of existing road plant in a static setting. 
For purposes of a comprehensive study 
of highway finance now nearing com- 
pletion under this writer’s direction in 
the state of Louisiana, the second ap- 
proach was chosen as the most valid; 
there would also appear to be some in- 
cidental correlation between the efficient 
allocation of resources, as measured by 
supply price, and benefit or tax equity 
measured by relative use. Cost of serv- 
ice is as relevant and satisfactory a 
measure of relative use as any which is 
practical, 

The marginal social cost approach 
was rejected as neither practical nor 
particularly relevant in a dynamic econ- 
omy. If the answer to the highway 
problem is a restriction of traffic, the 
restriction should be the result of a 
prohibitive supply price for highway 
facilities and not prohibitive marginal 
social costs on existing inadequate roads 


2 J. M. Buchanan, “ The Pricing of Highway Serv- 
ices,” National Tax Journal, June, 1952, p. 100. 


3 Tbid., pp. 97-106. 
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where traffic is sufficient to support the 
supply price of adequate facilities. Mar- 
ginal social cost or benefit should be a 
determining factor only in those cases 
where road costs must be met from 
general taxation and public finance 
criteria alone are applicable. Even in 
these cases, the problem would seem to 
be far less complicated than the above 
reference suggests. Traffic congestion 
on this type of highway will seldom be a 
problem. The facility required will be a 
reasonably low-grade road, adequate for 
through motor vehicle traffic, land ac- 
cess, and community service. Here the 
social benefit justification for the facility 
should be relatively easy to determine. 
The problem is one of financing the 
facility—that is, of allocating costs by 
determining the user share and the pub- 
lic share and of imposing taxes which 
will cover the cost. 


Having thus accepted the position 
that cost and price, or taxes, should be 
correlated, the solution requires a cost 
approach. The foundation of the in- 
cremental cost method is the fact that 
vehicles of different dimensions and 
weights differ in their requirements for 


highway facilities. The approach in- 
volves an attempt to differentiate the 
costs attributable to vehicle weight and 
size and to assign these costs to vehicles 
in graduated weight and size increment 
groups. There is no one set of pro- 
cedures which can now be considered 
essential to a legitimate incremental cost 
solution. The time may come when 
one solution may be generally accepted 
as more accurate and more valid than 
others, but much experimentation will 
be required to determine the choice. 
The incremental method has been 
used in efforts to appraise the soundness 
of past expenditures and tax structures, 
current expenditures and motor vehicle 
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tax structures, and as a basis for ad- 
justing the structure of taxes for future 
road support. Appraisals of past and 
current motor vehicle taxes serve to in- 
dicate the soundness and consequences 
of past practices. They may serve as a 
guide to future policy but only in a 
general way. Future patterns of ex- 
penditure may bear little resemblance 
to past patterns. 

Only by applying the incremental 
method to anticipated expenditures can 
it serve most effectively as a guide to 
public policy. The method has been 
so applied in the Louisiana Study. There 
have been two other similar studies 
made recently, to which brief reference 
may be made here. The first of these was 
made in Ohio by D. F. Pancoast for the 
Ohio Department of Highways; it was 
published in December, 1953. The 
other study was made by the Public Ad- 
ministration Service of Chicago for the 
state of Minnesota and was released in 
mimeographed form in August, 1954.° 

The text of the Ohio ‘Study is the 
more complete of the two. As the trail 
blazer in a very difficult terrain, it de- 
serves high praise; without its guidance, 
my own task would have been im- 


4D. F. Pancoast, Allocation of Highway Costs in 
Ohio by the Incremental Method, Columbus, Decem- 
ber, 1953, 78 pp. 


5 An Incremental Cost Analysis Based upon the 
Ten-Year ASF Proposed Highway Program, Public 
Administration Service, Chicago, August 16, 1954 
(Mimeographed). The Minnesota Study is an exact 
replica of the statistical computations used in the 
Ohio Study, without explanation of procedures and 
The follow- 
ing statement constitutes one-quarter of the one and 
one-half page text of the study: “ Proved and tested 


with few references to sources of data. 


data are not available to use for every component 
needed in solving an incremental analysis of Minne- 
sota’s highways. Whenever gaps are found in re- 
search, be it in connection with engineering, agricul- 
tural, or industrial problems, they must be filled 
with intelligent estimates. The assumptions made in 
this study are believed to approximate the results 
would be dictated by further 


research.” 


which engineering 
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measurably more difficult. However, 
the Ohio Study fails to give a complete 
explanation of the derivation of some 
of its data and of the exact nature of 
some of its procedures. 

Only by an unrelenting critique of 
data and procedures used can more ap- 
propriate and more accurate data be 
provided and the method be improved. 
The remainder of this paper consists of 
a re-examination of the method as em- 
ployed in the Louisiana Study. 


LOUISIANA STUDY 


The formulation of a tax structure, 
based upon the incremental cost method, 
for the support of a future highway 
improvement program involves five 
steps: (1) allocation of total highway 
costs between highway users and the 
general public; (2) allocation of the 
highway user’s share of total costs be- 
tween types of motor vehicles; (3) 
determination of the specific taxes and 
rates which will extract payments from 
each vehicle owner commensurate with 
the costs assigned to each vehicle; (4) 
allocation of highway-user revenues be- 
tween road systems; and (5) determina- 
tion of the revenue sources to be used 
and the availability of funds for pay- 
ment of the share of total road costs 
assigned to the general public—that is, 
the share to be supported by other forms 
of taxation. 

These five steps will provide an 
answer to the question of which tax- 
payers should be required to support the 
cost of financing highways, roads, and 
streets within a state and which specific 
tax measures should be employed to 
extract the appropriate share of this 
support from each taxpayer. These five 
steps are treated fully in the Louisiana 
Study, but only the first two are de- 
scribed below. 
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At one stage in our work my assistant 
commented half seriously that he had 
arrived at one definite conclusion: “ You 
can’t make an incremental analysis.” 
The numerous assumptions and tre- 
mendous amount of statistical detail 
which are required in applying the 
method, even when the data available 
are reasonably complete, do threaten at 
every turn to overwhelm one who un- 
dertakes the solution. 


The first problem to be confronted is 
that of apportioning total road costs be- 
tween highway users and the general 
public. The problem is fundamental to 
the incremental solution and, one might 
add, to any other method such as the 
straight ton-mile solution which may be 
used as a guide to motor vehicle tax 
policy. 

A decision is required as to which 
road costs are chargeable directly to the 
highway user or motor vehicle owner, 
and which are chargeable to the general 
public. Some attempt to measure rela- 
tive use in terms of the proportions of 
the different types of traffic served by 
the different highways, roads, and 
streets is basic to any apportionment 
which is determined. The costs assign- 
able to the motor vehicle owner will be 
greater on those highways and streets 
which carry a high volume of through 


trafic. The portion of costs assignable 
to the motor vehicle owner on local 
roads and residential streets serving 


primarily access and community service 
purposes will be small. The use of roads 
by public vehicles must also be taken 
into consideration. 

A new method of apportionment has 
been used in the Louisiana incremental 


analysis.” The objective is to separate 


® This aspect of the study was originated by Dr. 
L. J. Melton, now at the University of Florida. 
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those highway costs chargeable to the 
highway user from those which should 
not be charged to the highway user. 
The incremental approach holds that 
there are certain highway costs which 
are clearly attributable to the existence 
on the highways of larger and heavier 
commercial vehicles. These costs must 
be separated for use in the incremental 
solution to the problem of apportioning 
costs between vehicle types. It seemed 
FIGURE 1 
Ratios or Costs ATTRIBUTABLE TO VEHICLES IN 
Fac Axie-Weicut INcREMENT ON Eacu 
Roap Type Wuicn Were AssigNep 
To THE Highway User 


Road Surface Type 


Axle- rs 4 om 
a. oo High Medium Low Gravel Total 
(Pounds) (Per Cent) 

14,001-18,000 100 100 
10,001-14,000 100 100 100 
6,001-10,000 100 100 100 100 


0- 6,000 90 60 40 20 68 


quite logical to isolate these costs as a 
partial solution to the apportionment of 
total highway costs between highway 
users and nonhighway users. The re- 
maining costs, which are assignable in 
part to all highway users and in part to 
the general public, stil’ had to be as- 
signed on a relative-use basis, but the 
magnitude of the task was reduced. 
As Figure 1 shows, all costs assigned 
to vehicles in the upper three size-weight 
increments used in the Louisiana Study 
were charged to the highway user. The 
costs assigned to the basic increment in- 
clude those weight-related costs which 
are necessary to construct and maintain 
highways for traffic consisting of axle 
loads up to 6,000 pounds and other 
construction, maintenance, and mis- 
cellaneous costs which do not vary with 
differences in the size and weight of 
vehicles. These costs were distributed 
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between highway users and the general 
public, for each surface type, as follows: 
high, 90 per cent to the users and 10 
per cent to the general public; medium, 
60 per cent to highway users and 40 per 
cent to the general public; low, 40 per 
cent to highway users and 60 per cent 
to the general public; and gravel, 20 per 
cent to highway users and 80 per cent 
to the general public. 

The resulting distribution of high- 
way-user costs by weight increment was 
then employed in the incremental ap- 
portionment of highway-user costs be- 
tween vehicle types and axle-weight 
groups. The share of costs assigned to 
the general public was thus deducted 
entirely from the cost of providing 
roads for vehicles in the basic axle- 
weight increment (0-6,000 pounds). 
This appeared to be the only procedure 
consistent with the objectives of match- 


ing price and marginal cost of provid- 
ing the more elaborate facilities required 
by commercial vehicles and facilitating 
an economic allocation of resources 


among transport media. It is also true 
that most publicly owned vehicles fall 
into this axle-weight increment, and 
land access and community service 
trafic will involve largely the low 
weight vehicles. 

The Louisiana Highway Finance 
Study has been conducted in conjunc- 
tion with a comprehensive engineering 
study of highway needs within the state. 
Thus complete and up-to-date data with 
respect to anticipated highway costs in 
Louisiana were available. Furthermore, 
the engineering study data are on IBM 
cards. Machine tabulations were used 
to correlate traffic, cost, and other 
relevant data in the form needed for use 
in the financial analysis. 

Louisiana is the only state in the 
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nation which registers trucks and 
trailers by load-carrying axle weight. 
An axle-weight breakdown of com- 
mercial vehicles is essential to the in- 
cremental solution; in Louisiana alone 
such a breakdown exists in ready-made 
form. It was not necessary to attempt 
the difficult and uncertain task of ad- 
justing from gross-weight registration 
data to axle-weight data on the basis of 
loadometer samples, which seldom in- 
dicate the incidence of over-weight 
vehicles among those registered for less 
than the maximum legal weight. 

No adjustment was made in registered 
axle-weight groupings for loaded and 
empty travel of commercial vehicles. 
Highways are constructed and com- 
mercial vehicles are licensed to carry 
maximum axle or gross weights. It does 
not seem unreasonable to expect such 
vehicles to pay their appropriate share 
of the total cost of constructing these 
highways to meet their maximum re- 
quirements whether or not all travel is 
with maximum legal load. Using loado- 
meter data to develop axle-weight 
groupings, the Ohio and Minnesota 
studies produced data which presumably 
were adjusted for loaded and unloaded 
travel. 

The second problem confronted in 
applying the incremental method is the 
step of allocating the highway user’s 
share of total highway costs among the 
various types and axle-weight groups of 
vehicles. The Louisiana Study, like the 
other two studies, distributes weight- 
related costs between vehicles falling 
into the various weight increments on 
an axle-mile basis. The Ohio and 
Minnesota studies distribute nonweight 
costs, other than the costs of state high- 
way police administration and vehicle 
registration and drivers license adminis- 
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tration, on a vehicle-mile basis. The 
Louisiana Study distributes nonweight 
costs on an axle-mile basis. The choice 
of axle miles rather than vehicle miles 
was dictated by the judgment that axle 
miles give a fairer distribution of costs 
between passenger cars and multi-axle 
commercial vehicles than vehicle miles. 
The choice also eliminated the necessity 
of determining whether multi-axle 
vehicles should be considered as one 
vehicle or more, and, if the latter, how 
many. The costs of state highway 
police administration and vehicle regis- 
tration and drivers license administra- 
tion are distributed on a per vehicle basis 
in all three studies. 

The Ohio and Minnesota studies used 
average road inventory figures (the 
miles of road of each surface type in the 
entire road system of the state at the 
beginning of the improvement program 
plus the miles of each type proposed for 
the entire system at the end of the im- 
provement program, divided by two) in 
allocating traffic and distributing costs 
in their solutions. In these states, where 
the change in surface types on each sys- 
tem from the beginning of the program 
period to the end will not be significant, 
the choice of average inventory figures 
for use in the solution was a logical step 
and probably the most valid procedure. 
In Louisiana, where many miles of road 
will be up-graded from gravel and low- 
type bituminous surfaces to medium and 
high-type paved surfaces, the problem 
of selecting the most valid inventory 
figures for the solution was a difficult 
one. Average inventory figures are 
clearly more valid for the allocation of 
maintenance costs. On the other hand, 
ultimate inventories (the miles of road 
of each surface type expected to exist at 
the end of the improvement program) 
are more valid for use in allocating con- 
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struction costs; this is true because the 
motor vehicle owners who use those 
highways which will ultimately be con- 
structed to higher standards should be 
the highway users who pay for the im- 
provements. The use of either set of 
figures for the distribution of both 
maintenance and construction costs in- 
volves some distortion. However, care- 
ful consideration of the alternatives 
produced the conclusion that the magni- 
tude of the distortion would be far 
greater if average inventory data were 
employed. In fact, examination of the 
Louisiana data showed that, since the 
larger maintenance costs are involved 
on the lower type surfaces on which few 
heavy vehicles travel, the distortion in 
the allocation of maintenance costs re- 
sulting from the use of ultimate in- 
ventory figures was reduced to insignifi- 
cance. Thus the decision was made to 
employ ultimate inventory figures in the 
Louisiana solution. 

In most recent studies in which the 
incremental method is discussed, and 
particularly in those studies which have 
been sponsored by the various states to 
be used as a guide to public policy, the 
task of developing the engineering cost 
increments for each vehicle weight and 
size group has been cited as the most 
perplexing problem of the solution; it 
is the obstacle cited most often as dictat- 
ing a decision against use of the method. 
The experience in Louisiana has been 
that the engineering design sections of 
state highway departments are engaged 
daily in making cost estimates for con- 
structing highways or sections of high- 
ways designed to specific standards. In 
Louisiana the development of cost in- 
crements was:accepted by the Highway 
Department as quite plausible—even for 
the hypothetical roads designed for 
lower vehicle weight groups in the case 
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of the higher types of surfaces.’ Com- 
plete cooperation was given by the en- 
gineers of the Louisiana Department of 
Highways; a thorough job was done, 
and considerable confidence was evi- 
denced in the results obtained. 

The task of distributing total traffic 
by ultimate road surface type and by 
vehicle-use type and weight group 
proved a very difficult one, despite the 
availability of perhaps the most complete 
statistical data for the purpose in exist- 
ence anywhere in the nation. The dis- 
tribution of total traffic by proposed 
surface type was accomplished auto- 
matically by IBM tabulation of traffic 
count data for each section or portion 
of the road system. This known dis- 
tribution of current traffic was assumed 
to hold generally valid for the improve- 
ment program period, and the traffic 
projection to the midpoint of the pro- 
gram period for use in the solution was 
made on the basis of this distribution 
pattern. 
the classification of 
trucks and trailers for registration pur- 
poses is more elaborate and apparently 
more complete than in most other states. 
There are five use types—private use, 
common and contract carrier, forest 
product, city use only, and farm. 
Trailers are registered independently; in 
each of the above use categories there 
are five vehicle types—regular trucks 
with a single load-carrying axle, regular 
semi-trailers, tandem trucks, tandem 


In Louisiana 


7TSome assistance was received from Mr. Hugo 
Duzan of the Bureau of Public Roads in developing 
the increments for the Louisiana Study. Acknowl- 
edgment is also made of the advice and assistance 
received from Mr. C. A. Steele and Mr. G. P. St. 
Clair of the Bureau of Public Roads, during the 
development of the incremental analysis in Louisi- 
ana. Full responsibility for the choice of procedures 
employed, nevertheless, rests with the writer. 
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semi-trailers, and full trailers. Regis- 
tration is by maximum load-carrying 
axle weight; the weight increments are 
0 to 3,500 pounds, 3,501 to 6,000 
pounds, and increments of 2,000 pounds 
each from 6,001 to 18,000 pounds, the 
latter being the maximum legal load 
limit. The registration fees are gradu- 
ated upward for each vehicle-use type 
from the lowest to the heaviest weight 
increments, but within each vehicle-use 
type the fee per load-carrying axle is 
the same for each weight increment re- 
gardless of the vehicle type involved. 
The complexity that this system of 
classification introduces into the problem 
of distributing truck traffic by use type, 
vehicle type, and weight increment is 
obvious. 

Recent visual counts of vehicles, by 
type of vehicle (autos, regular trucks, 
etc.), in traffic on the state system were 
available. Adjustments had to be made 
to make these data applicable to the 
parish road system and to the munic- 
ipal street system, but the data served 
as the basis for the distribution of traffic 
by vehicle type on the various systems.* 
The registered axle weight and use type 
of sample vehicles had been recorded in 
making a recent loadometer study in 
Louisiana. These data were tabulated 
and provided the statistical basis for 
distribution of traffic by use type and 
registered axle weight increment on the 
state system. Again, adjustments had 
to be made to make these data appli- 
cable to the parish and the municipal 
systems. Because both the visual classi- 
fication count data and the loadometer 
data were assembled with objectives 
other than use in an incremental solu- 
tion, obvious incongruities were found 


§ The Louisiana Motor Vehicle Use Study and origin 
and destination studies for a number of Louisiana 
cities served as the basis for the adjustments. 
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in some use and vehicle classifications. 
Most of these discrepancies, however, 
were subject to logical interpretation, 
and the direction of the adjustment re- 
quired was easy to determine. Despite 
the fact that much more complete 
trafic data by system, use type, vehicle 
type, and by weight increment would 
have been desirable, the data which were 
available and which have been made the 
foundation of the traffic distribution in 
the Louisiana Study would seem to 
demonstrate beyond question the de- 
sirability of the traffic survey approach 
to the traffic distribution problem in 
the incremental solution. This is per- 
haps the most important methodological 
conclusion to be drawn from the 
Louisiana experience. 

A reference in the Ohio Study to the 
need for more adequate information for 
dealing with this problem suggests that 
“commercial vehicle operators are prob- 
ably in the best position to gather the 
necessary data.” It is true that a final 
check on the reliability of a distribution 
of commercial vehicle traffic for use in 
an incremental solution is the average 
annual travel figures which it produces 
for the various commercial vehicle types. 
The more complete the information 
available as to the average annual mile- 
age of the various vehicle types, the 
more adequate will be the check on the 
traffic distribution produced by statisti- 
cal methods from traffic survey data. 
The average annual mileage data will 
also serve as a guide to adjustments 
where incongruities do appear in the 
results obtained from the statistical ap- 


® Pancoast, op. cit., p. 29. 
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proach; average annual mileage data 
available for commercial vehicles in 
Louisiana served this purpose in the 
Louisiana Study. On the other hand, 
the implication of the Ohio Study is 
that the entire problem of traffic dis- 
tribution for the incremental solution 
should be approached from the stand- 
point of average annual travel data for 
commercial vehicles. 

The Louisiana experience would seem 
to suggest that the problem should be 
approached from both ends. State high- 
way departments should design and con- 
duct their traffic surveys so as to provide 
the statistical data needed for the in- 
cremental solution. Commercial truck- 
ers, who should be interested in finding 
the most accurate answer possible to the 
problem of highway finance and taxa- 
tion, would also make a useful contribu- 
tion to progress in this area by under- 
taking to assemble more reliable 
information with respect to the average 
annual travel of the various types of 
commercial vehicles. 

The comparisons that have been made 
between the Louisiana Study and the 
Ohio and Minnesota incremental solu- 
tions indicate that there are many 
similarities but also many variations be- 
tween the former and the latter two 
studies. The possibilities of further 
variations and refinements in the 
method are quite numerous. The claim 
which the Louisiana solution may have 
to greater reliability and precision than 
the other two rests largely upon the fact 
that the basic data available in the state 
were more directly adaptable to the 
incremental solution and more com- 
plete. 





COMPLIANCE COSTS AND THE OHIO AXLE 
MILE TAX: A CASE STUDY 


CLINTON V. OSTER AND ARTHUR D. LYNN, JR. * 


_ compliance costs have long been 
a matter of general concern and 
continuing complaint. Tax literature 
from Adam Smith’s day to the present 
contains numerous references to the 
need for minimizing such costs." Un- 
necessarily high compliance costs repre- 
sent social waste and misallocated re- 
sources. Yet the literature reveals little 
concrete analysis other than the studies 
of Haig and Martin.? While this situ- 
ation may be explained by both con- 
ceptual difficulties of definition and the 
high cost of case studies, the problem 
cries for attention. 


Tax compliance costs may be defined 
as those resulting from: (1) collecting 
the basic information for determining 
tax liability; (2) preparing returns and 
paying the tax due; (3) obtaining ju- 
dicial or administrative interpretation 


* The authors are Assistant Professors of Economics 
at the Ohio State University. This study was assisted 
by a grant from the Ohio State University Research 
Foundation. The authors wish to acknowledge the 
helpful suggestions of and cooperation from Pro- 
fessor L. Edwin Smart, Department of Economics, 
Ohio State University, Mr. Harold G. Edwards of 
Schorr, Chastang & Edwards, and Mr. Landis O’Brien. 


1 Adam Smith, An Inquiry into the Nature and 
Causes of the Wealth of Nations (New York: 
Random House, Inc., 1937), p. 778; Roy Blough, 
The Federal Taxing Process (New York: Prentice- 
Hall, Inc., 1952), p. 51; Clarence L. Turner, Presi- 
dential Address in The Limits of Taxable Capacity 
(Princeton: Tax Institute, Inc., 1953), p. 56. 


2 Robert M. Haig, “ The Cost to Business Concerns 
of Compliance with Tax Laws,” The Management 
Review, Vol. XXIV, November, 1935, pp. 323-333; 
James W. Martin, “ Costs of Tax Administration: 
Expenses of Compliance,” and “ Costs of Tax Admin- 
istration: Examples of Compliance Expenses,” Bulletin 
of the National Tax Association, Vol. XX1X, March, 
1944, pp. 162-167, and Vol. XXIX, April, 1944, 
pp. 194-205, respectively. 


as required; and (4) adjusting proce- 
dures and operations to minimize tax 
liability. These four factors are set out 
in their approximate order of difficulty. 
Item four is frequently not quantita- 
tively ascertainable since tax effects and 
minimization adjustments are difficult 
to isolate and measure. 

This article summarizes the first 
phase of a compliance cost study of the 
Ohio axle mile tax. This investigation 
considered only the first two compo- 
nents of the compliance cost definition 
mentioned above. The objectives of 
the study were to: (1) estimate initial 
and recurring compliance costs; (2) 
determine those factors affecting such 
costs; and (3) explore compliance cost 
minimization possibilities. Obhio’s vari- 
ation of a weight-distance tax appeared 
appropriate for examination since the 
case for the axle mile tax included the 
contention that its compliance costs 
would be lower than other similar taxes. 
The usual interest in a new tax was 
conducive to taxpayer cooperation with 
the study. 


Description of the Ohio Axle Mile Tax 
The Ohio Highway Use Tax (axle 


mile tax) applies to owners of a com- 
mercial car (truck) with three or more 
axles, or a commercial car operated as 
part of a commercial tandem, or a com- 
mercial tractor combination operated 
on the public highways of Ohio.* Tax 
liability is based on actual Ohio mileage 


3O.R.C., Sec. $728.01-5728.15, Amended Sub- 
stitute House Bill No. 619, Effective October 1, 1953. 
Also see: Commerce Clearing House, State Tax Re- 
porter, Ohio, Vol. 2, Par. 53-001 to 53-373. 
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at rates per mile varying with the num- 
ber of axles on the vehicle.* This Ohio 
tax is novel since the number of axles 
instead of actual, gross, or capacity 
weight serves as the measure of the 
weight factor. The law requires quar- 
terly returns and payments by the 
owners of the power units (truck or 
tractor). 

Vehicle owners subject to the tax 
must obtain an annual highway use per- 
mit at a fee of two dollars per vehicle. 
This permit, displayed on the power 
unit, indicates the maximum number of 
axles authorized for the vehicle in ques- 
tion. The tax rate depends on the 
number of axles declared on the permit 
rather than the number actually oper- 
ated. Where the vehicle owner has paid 
a tax for axles not actually used, a re- 
fund application may be submitted 
after the end of the calendar year. 
minimum re- 
mile tax, the 
records show- 


To comply with the 
quirements of the axle 
taxpayer must maintain 
ing the taxable mileage for each power 


unit. If a given power unit pulls 
trailers with a varying number of axles, 
drivers, dispatchers and/or office per- 
sonnel must collect detailed information 
for the refund application. Mileage 
data are computed on the basis of either 
actual speedometer and hubometer read- 
ings or map distances adjusted to re- 
flect actual miles traveled. If it is not 
feasible to report actual miles, test 


4 Rates: Commercial car, three or 
more axles 

Commercial tractor combination, 
maximum three axles 01 

Commercial tractor combination, 
maximum four axles .. 

Commercial tractor combination, 
five or more axles 

Commercial car or tractor com- 


$0.005 per mile 


bination, four or more axles . . 
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checks approved by the Tax Commis- 
sioner are used to determine reportable 
mileage for a given period.” For ex- 
ample, many companies compute city 
and peddle mileage *® from a ratio of 
such mileage to total mileage, as deter- 
mined by a short test period. 


Method 


The axle mile tax compliance costs of 
a number of Ohio trucking companies 
were determined on a case study basis. 
Eighteen Ohio trucking companies were 
selected for investigation. These com- 
panies represented a cross-section of 
Ohio trucking operations with respect 
to size, type of operations, and geo- 
graphical location. Both intra and in- 
terstate operators were included. The 
commodities hauled included general 
freight, steel, and petroleum products. 
Of the 18 companies originally selected, 
13 were interviewed and 11 cooperated 
fully with the writers in developing es- 
timates of compliance costs. These 11 
companies had a gross axle mile tax lia- 
bility of $204,440 for the fourth quar- 
ter of 1953; this represented about 10 
per cent of total tax collections for the 
period. 

No ready-made cost accounting sys- 
tems that revealed accurate tax compli- 
ance cost information were encountered. 
Consequently, it was necessary to esti- 
mate, in part, the time spent by com- 
pany personnel in tax compliance ac- 
tivities. For the most part, the esti- 
mates were made jointly by the authors 
and trucking company officials at their 


5 Ohio Department of Taxation, Information Per- 
taining to the Ohio Highway Use Tax, September 15, 
1953, p. 5. 


6 Peddle mileage refers to the mileage within a 
designated zone adjacent to a city, as, for example, 
a suburban pickup and delivery route. 
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home offices. A conscious attempt was 
made to keep all estimates on the con- 
servative side. Many company officials 
tended to underestimate the magnitude 
of their compliance costs largely be- 
cause they failed to include all relevant 
items. 


General Results 


In order to maintain confidentiality 
of source material and to avoid reveal- 
ing data on an individual firm basis as 
requested by some cooperating com- 
panies, compliance costs are stated as a 
percentage of net axle mile tax liability 
after refunds. Table I shows that total 
tax compliance costs for the 11 com- 
panies ranged from 2.0 per cent to 
103.7 per cent. The weighted average 
costs for these companies is 18.6 per 
cent.’ Considerable dispersion is appar- 
ent; six of the companies investigated 


had costs in excess of 25 per cent, while 
three had costs of less than 4 per cent. 
With the exception of Company “ F,” 
the high-cost companies are those where 
driver costs are important in their com- 


pliance cost structures. It should also 
be noted that the three companies with 
the highest cost ratios had compara- 
tively small tax liabilities; for example, 
two of the companies had a quarterly 
tax liability of less than $2,000. For 
companies that had quarterly tax liabil- 
ities in excess of $30,000, the compli- 
ance cost ratios ranged from 10.6 per 


cent to 28.7 per cent. With the ex- 


7 The reader is reminded of the hazard of general- 
izing from such a small sample, no matter how care- 


Consequently, there is a need for 
How- 


fully it is selected. 
additional study involving more companies. 
ever, the authors in their research to date found 
nothing to indicate that the pattern would be mark- 
edly different. The weighted average, of course, 
could change as more companies are included. 
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ception of Company “H”, the low- 
cost companies apparently were able to 
comply with the tax by relying only on 
clerical personnel.® 

Unfortunately, no systematic compli- 
ance cost studies of other third-struc- 
ture taxes are available for comparative 
purposes. However, some of the results 
from other compliance cost studies can 
be noted. The costs of complying with 
the New York City sales tax by a lim- 
ited-price variety store were found to be 
5.8 per cent of tax liability.” Ina recent 
survey, with 61 corporations reporting, 
total corporation tax compliance costs 
averaged 1.5 per cent of the amount 
paid in taxes.’ Some of the corpora- 
tions reported costs in excess of 5.0 per 
cent. Professor James W. Martin’s es- 
timates of compliance costs for state 
and local taxes ranged from 0.9 per 
cent for property taxes to 3.2 per cent 
for state income taxes.'' Pioneering es- 
timates by Professor Haig indicated 
costs ranging from 1.04 per cent for 
property taxes, 3.7 per cent for state 
sales taxes to 9.5 per cent for state cor- 
poration income taxes.'* Both of the 
latter, encountered taxpayers with costs 
far above the computed arithmetic 
means or medians. 


5 Thanks to unusual cooperation from the officials 
of Company “H”, terminal and other compliance 
costs were explored more rigorously than with the 
other companies. The authors have some reason to 
believe that there is considerable understatement of 


costs among the low-cost companies. 


9 Chester M. Edelmann, “ The Sales Tax from the 
Retailers’ Point of View,” 
(Chicago: National Association of Tax Administra- 
tors, 1949), pp. 36-39. 


10 James B. May and G. Clark Thompson, “ The 
Tax on Taxes,” Conference Board Business Record, 
April, 1950, pp. 130-133. 


Revenue Administration 


11 Martin, op. cit. 


12 Haig, op. cit. 
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Nature and Importance of Major 
Compliance Costs 


Driver costs. A closer examination 
of the major cost items indicates that 
driver costs are very significant in com- 
panies with high tax compliance costs. 
Seven of the 11 companies studied, 
made substantial use of driver time in 
collecting the information needed for 
compliance with the tax. These com- 
panies required each driver to submit 
daily on a special form the total miles 
for each axle combination in which a 
given power unit was involved. Most 
managements were of the opinion that 
such reporting required from 10 to 20 
minutes per day of a driver’s time; 10 
minutes was the most common estimate, 
although a spot check by one company 
indicated that 20 minutes was necessary. 

There is some question whether 
driver costs represent true additional 
costs of compliance in the short run. 
No simple answer can be given to this 
question because the computation of 
drivers’ compensation varies consider- 
ably. For example, if drivers are paid 
for a minimum of eight hours and the 
entries on the special form require over- 
time, such costs are clearly of an incre- 
mental nature. On the other hand, if 
the special form is filled out by the 
driver during the eight hour minimum, 
there is some doubt as to the incre- 
mental nature of the cost in the short 
run. Where drivers are paid according 
to the type of equipment operated and 
the distance of the trip, as specified in 
some collective bargaining agreements, 
driver time devoted to tax compliance 
may not represent an added cost to the 
company unless there are provisions for 
overtime. In the long run collective 
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bargaining agreements may be adjusted 
to reflect time spent by drivers in filling 
out special forms. 

Among the seven companies employ- 
ing driver time in tax compliance, such 
costs accounted for 77.4 per cent of 
total compliance costs. These com- 
panies reported a net tax liability of 
$112,107 for the fourth quarter of 
1953 and their driver costs for compli- 
ance totaled $22,417 in the same period. 
Table I indicates that driver costs for 
compliance as a per cent of net tax lia- 


TABLE I 
Cost or COMPLYING WITH THE OHIO AXLE 
Mute Tax as A Per Cent or Net Tax, 
BY Type or Cost, ELEVEN SELECTED 
Onto Truckinc CoMPANIEs, 
FourtH Quarter, 1953 


Termi- Cleri- 
nal cal 


Com- 
pany 


Other Total * 


Driver 


103.74% 
43.31 
37.44 
28.74 
28.49 
25.36 
12.39 
10.57 

3.88 
2.04 
2.00 


A 86.41% ... 17.33% 
B 2443 900% 9388 
C 21.33 sos §6§6 96.80 
26.77 aus 1.74 
25.65 2.85 
3.07 20.14 
9.04 0.57 
3.97 
3.88 
2.04 
2.00 
Aver- 
age ** 20.00% 364% 3.66% 1.07% 18.61% 


* Errors in totals are the result of rounding. 

** Arithmetic mean weighted by net axle 
mile tax liability. 

Note: The weighted means were computed 
in the following manner—eg. the Terminal 
costs of companies B, F, G, H totaled $3,087. 
This was divided by their combined net tax 
liability of $84,714. 
bility ranged from 3.1 to 86.4 per 
cent. For all seven companies, driver 
compliance costs equalled 20.0 per 
cent of their net tax. Company “F” 
with the lowest driver cost ratio made 
only limited use of driver time in re- 


porting city and peddle operations. In 
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this company, clerical personnel were 
able to compute over-the-road mileage 
from the information ordinarily sub- 
mitted by drivers. This may explain 
why company “F” had the highest 
cost ratio for clerical personnel. Pecul- 
iar operations and geographical location 
account for company “ A’s” extremely 
high driver cost ratios of 86.4 per 
cent. This small company, located near 
a state border, is engaged primarily in 
city and peddle operations. Because 
such operations involve comparatively 
short distances, small tax liabilities are 
generated in relation to the number of 
personnel and the amount of equipment 
utilized. Yet, compliance responsibil- 


ities of drivers are numerous because 
the equipment repeatedly crosses a state 
border. 

Table I further indicates that total 
tax compliance costs are relatively low 


for companies able to compute axle and 
mileage data primarily in the office 
without the use of costly driver time. 
In operations involving regular fixed 
routes between fixed terminals and a 
minimum of foreign trailers, power 
units and trailers can be matched in ac- 
cordance with the maximum number of 
axles prescribed by the use permit on 
the power unit. This reduces the need 
for refunds and enables clerical person- 
nel to derive axle and mileage data from 
routine information already available.’ 

On the other hand significant driver 
costs usually appear where companies 
operate over both regular and irregular 
routes and where their power units pull 
many foreign trailers with varying 
numbers of axles. In order to provide 
the greatest flexibility in the use of their 


13 See p. 210 for origin of refund. 
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fleets, such companies are likely to se- 
cure use permits which authorize their 
power units to pull any trailer likely to 
be encountered. This practice results 
in large refunds because the mileage of 
all power units is taxed at the maxi- 
mum rate indicated by the permit. Al- 
though refunds for all companies stud- 
ied averaged only 14.5 per cent of net 
tax liability, the “ over-payment ” did 
run as high as 54.2 per cent for com- 
pany “E”. Officials of some of the 
companies studied indicated that addi- 
tional special reports from drivers are 
essential to secure the information 
needed in the application for refund. 
If this is the case, then there is a ques- 
tion for some managements as to 
whether the refunds are worth the ad- 
ditional compliance costs entailed. The 
refunds for the seven companies report- 
ing driver costs totaled $22,196 for the 
fourth quarter of 1953. For this pe- 
riod, these same companies had driver 
costs of $22,417. 

Clerical costs. Clerical costs were 
reported by all companies examined in 
this study. Clerical time is employed 
in the preparation of applications for 
use permits, recording of permit num- 
bers, recording and computation of 
mileage data (this varies with the type 
of information submitted by drivers), 
computation of the tax, and the com- 
putation of refunds. Table I shows 
that clerical costs of compliance as a 
per cent of net tax ranged from 0.6 per 
cent to 20.1 per cent. In order to pay 
a net tax of $178,560 for the fourth 
quarter of 1953, these 11 companies in- 
curred a total of $6,535 in clerical costs. 
Table I indicates that this represents a 
weighted average of 3.7 per cent. 





214 


Terminal employee costs. Four of 
the 11 companies made a measurable 
use of terminal employees’ time in com- 
plying with the axle mile tax. In gen- 
eral, this represented time spent by dis- 
patchers in preparing axle and mileage 
data or checking and completing data 
submitted by drivers. For these four 
companies, terminal employee costs 
averaged 3.6 per cent of net tax lia- 
bility. 

Other costs. In addition to major 
compliance costs, there are numerous 
miscellaneous costs which are difficult 
to measure. Such costs include forms, 
mimeographing, record storage expense, 
desk space, office equipment, additional 
payroll taxes and employee benefits. 
Although such costs were present in all 
companies, only three companies were 
willing to cooperate in measuring them. 
For these three, other costs averaged 


about 1.1 per cent of net tax liability. 


In company “H”, which cooperated 
most fully in making such an estimate, 
the ratio was 1.8 per cent. 


Conclusion 


This analysis of Ohio axle mile tax 
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compliance costs during the initial ap- 
plication of the levy leads to the con- 
clusion that such costs are highly vari- 
able. Low costs apparently result from 
regularized routes and operations or the 
use of substitutes for actual mileage 
determination. High compliance costs 
result (1) from inability or failure to 
make data collection a clerical office 
procedure, (2) from nonuse of test 
checks as a substitute for actual mileage 
determination, or (3) where tax lia- 
bility is small as in cross-border opera- 
tions. 

The compliance cost level here in- 
dicated is noticeably higher than in 
previous studies of other taxes; yet only 
the most obvious cost elements are in- 
cluded. As familiarity with the Ohio 
axle mile tax increases, compliance costs 
may well be reduced. However that 
may be, this study provides one example 
of tax compliance burdens and suggests 
their probable significance as an un- 
stated fiscal overhead cost. The entire 
subject of tax compliance burdens 
merits further study as a prelude to 
possible policy action. 





CHARACTERISTICS OF 


TAX 


STATE GASOLINE 


REVENUES 


BY ABDEL FAWZY, JAMES W. MARTIN, AND MARK FRISCHE ° 


HE state gasoline tax has developed 

into an important source of revenue 
to the various states comparatively 
recently, Its tremendous growth dur- 
ing the past 30 years has brought it 
common acceptance among all the 
states. The following analysis is de- 
signed to provide a better understand- 
ing of the factors related to the produc- 
tivity of the tax and to the stability and 
elasticity of the tax yield, to explore the 
problem of measurement of the tax load, 
and to offer some observations as to the 
future of state gasoline revenues. 


STATE GASOLINE TAX PRODUCTIVITY 


Fiscal Importance of State Motor Fuel 
Taxes 


In studying the significance of state 
motor fuel tax receipts to the revenue 
systems of state and local governments, 
the analysis is confined to the years 
1942 and 1945 through 1949, for which 
data on total state and local tax col- 
lections are available. As shown in 
Table 1, state motor fuel tax receipts 
accounted in 1942 for 8.8 per cent of 
total state and local tax collections. In 
wartime 1945, only 7.5 per cent of total 
state and local tax revenues was derived 
from state motor fuel taxation. While 
all state and local tax receipts had in- 
creased 8.6 per cent from 1942 to 1945, 


Editor’s note: This paper was received by the edi- 
tor in early 1954 and does not include data which 
have become available since then. 


* The authors are former research assistant, di- 
rector, and former research associate, respectively, of 
the Bureau of Business Research, University of Ken- 
tucky. 
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there had been a decline by 1945 of 7.2 
per cent in state motor fuel tax collec- 
tions as compared with those for 1942. 
The postwar period showed a marked 
increase in the percentage of total state 
and local tax collections derived from 
net state motor fuel tax receipts. There 
was a slight decline in this percentage in 
1948, but a recovery in the following 
year. The relative increase in state 
motor fuel tax collections between 1942 
and 1949 was greater than that in total 
state and local tax receipts. As a re- 
sult, state motor fuel tax collections 
constituted a larger part of state and 
local tax revenues in 1949 than in 1942. 
Data concerning the relative position 
of state motor fuel tax receipts in total 
state and local tax collections among 
the states and District of Columbia in 
1949, shown in Table 2, indicate that 
at one extreme New York derived only 
4.1 per cent of its total state and local 
tax collections from motor fuel taxa- 
tion, and at the other extreme, Georgia 
obtained 22.7 per cent. The percentage 
of total state and local tax collections 
from net state motor fuel tax receipts 
for all states and District of Columbia 
was 9.4 with 16 jurisdictions having an 
average lower than this figure. 


The nine largest states (those shown 
in Table 2 as having total state and 
local tax collections in excess of $500 
million dollars) accounted for $619.4 
million or 42.2 per cent of the total 
gasoline tax revenues. The percentage 
of total state and local tax collections 
derived from net state motor fuel tax 
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in these states amounted to only 6.9 per 
cent, a figure well below the national 
average of 9.4 per cent. By compari- 
son, the 15 smallest states (those having 
total state and local tax collections of 
less than $100 million a year) accounted 
for only $104.3 million, 7.1 per cent of 
the total gasoline tax revenues. For 
this group, however, the revenue derived 
from net state motor fuel tax amounted 
to 11.5 per cent of the total state and 
local tax collections, a proportion 
slightly above the national average. 
Geographically, Table 2 shows that a 
block of 14 contiguous southern states * 
accounted in 1949 for $514.4 million or 
35.1 per cent of gasoline tax revenues 
in all states as compared with 20.1 per 
cent of all state and local tax revenues 
collected in the same states. The col- 
lections from the gasoline taxes in these 
states were 16.4 per cent of the total 
state and local tax collections in these 
states. This figure may be compared 
with the 9.4 per cent already noted. 


It may be concluded then that, while 
the large states which have the greatest 
volume of collections from state gaso- 
line taxes were and still are the least 
dependent upon them for revenues, this 
tax occupied by far its most significant 
role in the state and local revenue sys- 
tems of the southern states. 

While state motor fuel taxes ac- 
counted for 58.1 per cent of total state 
highway-user tax revenues in 1930, as 
shown in Table 3, they produced 64.1 
per cent of the total revenue from state 
highway-user imposts in 1950. This 
is due to the fact that, whereas total 
state highway-user tax collections have 


1 Alabama, Arkansas, Florida, Georgia, Kentucky, 
Louisiana, Mississippi, North Carolina, Oklahoma, 
South Carolina, Texas, Tennessee, Virginia, and West 
Virginia. Although for individual states the data 
shown in Table 2 (also Table 8) may be affected by 
year-end scheduling, this factor will be reflected in- 
significantly in the 14-state group. 
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increased 204.3 per cent between 1930 
and 1950, state motor fuel tax receipts 
have increased 235.9 per cent. 


TABLE 1 


Net State Motor Furr Tax Receipts as a Per- 
CENTAGE OF Tota, Tax COLLECTIONS OF 
State AND Loca, GOvERN MENTS, 

1942 aNpv 1945-1949 
(amounts in millions of dollars) 


Percentage 
of Total 
State and 
Local Tax 
Collections 
from Net 
State Motor- 
Fuel Tax 
Receipts 


Net State Total State 
Motor and Local 

Fuel Tax Tax Col- 

Receipts* lections * 


$ 840 $ 9,595 

779 10,418 
1,059 11,163 
1 12,572 
1,343 


14,421 
1,466 15,650 


Sources: Public Roads Administration, High- 
way Statistics, Summary to 1945 (Washington: 
Government Printing Office, 1947), p. 3; High- 
way Statistics, 1947, p. 9; U. 8. Bureau of 
Public Roads, Highway Statistics, 1948, p. 2; 
Highway Statistics, 1949, p. 2; and Legislative 
Research Commission (Kentucky), Tazation: 
The State and Local Burden, A Report to the 
Committee on Functions and Resources of 
State Government, Research Publication No. 
16 (Frankfort: Legislative Research Commis- 
sion, 1951), p. B-1. 

* Includes the District of Columbia. 


Table 4 shows that, among the states 
and District of Columbia in 1950, the 
percentage of total state highway-user 
tax collections derived from motor-fuel 
taxation ranged from a low of only 
48.7 in New Jersey to a high of almost 
90 in Georgia. The percentage of total 
state highway-user tax revenues from 
net state motor-fuel tax receipts for 
all states was 64.1, with 21 states having 
a percentage lower than this average. 
It is obvious from the data presented in 
the Table that, while some states rely 
heavily on the gasoline tax in financing 
their highways, others depend heavily 
on motor vehicle registration fees and 
motor-carrier taxes. 
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TABLE 
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Net State Moror Fuer Tax Receipts as A 
PERCENTAGE OF Tora STATE AND 
Loca, Tax CoLLections, 
By Srates, 1949 
(amounts in millions of dollars) 


Alabama 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
Florida 
Georgia 
Idaho 
Illinois 
Indiana 
Iowa 


Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts . . 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 

New Hampshire 
New Jersey .... 
New Mexico ... 
New York 
North Carolina . 
North Dakota .. 
Ohio 

Oklahoma 
Oregon 
Pennsylvania .. 
Rhode Island .. 
South Carolina . 
South Dakota .. 
Tennessee 
Texas 

Utah 

Vermont 
Virginia 
Washington 
West Virginia .. 
Wisconsin 


Net 

State 
Motor 
Fuel Tax 
Receipts 


30.5 
9.7 


38.0 
26.0 
22.1 
34.2 
40.2 


I 


Total 
State 
and 
Local C 
Tax 
Collec- 
tions 


$ 1798 
82.0 
107.0 
1,573.5 
151.4 
222.6 
22.6 
232.6 
183.8 
55.2 
1,070.7 
329.6 
309.3 
213.4 
185.0 
299.4 
85.4 
226.4 
582.4 
784.4 
352.0 
1244 
328.2 
76.5 
144.9 
213 
56.7 
560.2 
58.2 
2,142.7 
306.1 
69.7 
728.0 
199.7 
204.8 
960.2 
82.4 
131.1 
68.1 
252.5 
549.6 
84.5 
39.7 
233.5 
3208 
160.1 
392.4 


-ercentage 


of Total 


State and 
Local Tax 


Yollections 
from Net 
State 
Motor 
Fuel Tax 
Receipts 


17.0% 
118 
20.6 
86 
13.0 
83 
16.4 
20.7 
22.7 
178 
49 
115 
84 
104 
18.5 
13.4 
14.5 
96 
43 
58 
9.0 
18.0 
56 
11.5 
14.2 
12.7 
8.5 
54 
18.7 
4.1 
15.0 
75 
10.1 
158 
11.4 
96 
74 
18.3 
9.5 
15.5 
14.0 
86 
108 
173 
11.0 
10.5 


” 
id 


REVENUES 
TABLE 2 (Continued) 


Percentage 
of Total 
State and 
Local Tax 
Collections 
from Net 
State 
Motor 
Fuel Tax 
Receipts 


Total 
State 
and 
Local 
Tax 
Collec- 
tions 


Net 
State 
Motor 
Fuel Tax 
Receipts 


Wyoming 5.0 28.1 178 
Dist. of Colum- 
92 


94% 


7.1 774 
$1,466.2 $15,6503 


Sources: U.S. Bureau of Public Roads, High- 
way Statistics, 1949, p. 2; and Legislative Re- 
search Commission (Kentucky), Tazation: The 
State and Local Burden, A Report to the Com- 
mittee on Functions and Resources of State 
Government, Research Publication No, 16 
(Frankfort: Legislative Research Commission, 
1951), p. Bel. 

The steady increase in revenues from 
the gasoline tax since it has become 
universally accepted among the states, 
together with the fact that the taxa- 
tion of motor fuel is at the present time 
the second largest single source of tax 
revenue for the states* and the addi- 
tional fact that the state motor fuel tax 
is the most important source of income 
in the highway-user tax family, are all 
eloquent testimonials as to the produc- 
tivity of this tax. The tax involves an 
item of general consumption having 
relatively inelastic demand, due to the 
greater use of motor transportation in 
recent years and the indispensability of 
gasoline as a propellant of motor 
vehicles. The levy is on a broad base, 
and the practice in most states of re- 
funding the tax on fuels used for non- 
highway purposes does not narrow the 
tax base to the extent that it materially 
reduces productivity. The average tax 


2 The largest source of state tax revenue is the 
general sales and use tax. See U. §. Bureau of the 
Census, Compendium of State Government Finances 
in 1950 (Washington: Government Printing Office, 
1951), pp. 10-11. 
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rate, at current price, wage, and em- 
ployment levels, is not high enough to 
cause significantly diminished produc- 
tivity. Finally, the tax is easy to ad- 
minister and, with recent improvements 
in organization efficiency and adminis- 
trative techniques, evasion is usually 
negligible. All these inherent 
characteristics contributing to the 
productivity of the state gasoline tax. 


are 


Factors Affecting Gasoline Tax Produc- 
tivity among the States 


Differences in the relative produc- 
tivity of the gasoline tax among the 
states are due to variations in the tax 
rates and average gasoline consumption 
(per 1,000 population). The latter 
factor is, of course, determined by the 
number of vehicles per 1,000 popula- 
tion and gas consumption per vehicle. 

It is obvious that the tax rate has a 
direct effect on the productivity of the 
tax. This is true to such an extent that 
in an analysis of revenues it tends to 
obscure the effects of other factors. 

In Table 5, the states are ranked ac- 
cording to gasoline consumption per 
1,000 population, and there are also 
shown the relative rankings of the states 
with respect to the gasoline tax revenues 
per 1,000 population and rankings with 
respect to the other influencing factors. 

The effect of the tax rate on the 
productivity of the gasoline tax is well 
illustrated by a comparison of the data 
for Michigan, Washington, and Florida 
in Table 5. While these three states are 
nearly equal in gasoline consumption 
per 1,000 population, they rank forty- 
fourth, tenth and third, respectively, as 
to gasoline tax revenues per 1,000 pop- 
ulation because of the tax rates which 
vary from three cents to seven cents. 

These variations among the states in- 
dicate that the tax rate is a much greater 
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factor in determining the level of 
revenue per 1,000 population from the 
gasoline tax than either of the other in- 
fluencing factors. They show also that 
the number of vehicles per 1,000 popu- 
lation is in turn a much greater in- 
fluence on the consumption of gasoline 


TABLE 3 
Net Stare Moror Fuer Tax Receipts As a 
Percentace or Tora, State Hiaghway- 
User Tax Revenues, 1930-1950 
(amounts in millions of dollars) 


Percentage of 
Total State 
Highwav- 
User Tax 
Revenues 
from Net 
Stare Motor 
Fuel Tax 
Receipts 


Net State 
Motor 
Fuel Tax 
Receipts * 


Total State 
Highway- 
User Tax 

Revenues ** 


1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 


$ 493.9 
536.4 
513.0 
518.2 
565.0 
616.9 
686.6 
756.9 
766.9 
816.4 
864.5 
951.0 
839.5 
654.9 
676.6 
778.7 

1,058.6 
1,199.7 
1,343.0 
1,466.2 
1,658.9 


$ 850.1 
881.7 
838.4 
815.1 
883.7 
940.4 

1,058.0 
1,195.7 
1,175.8 
1,226.9 


58.1% 
60.8 
61.2 
63.6 
63.9 
65.6 
64.9 
63.3 
65.2 
66.5 
65.4 
65.5 
63.5 
58.6 
59.5 
63.0 
66.1 
65.3 
64.5 
62.7 
64.1 


Sources: Public Roads Administration, //igh- 
way Statistics, Summary to 1946 (Washington: 
Government Printing Office, 1947), pp. 3, 36- 
37; Highway Statistics, 1946, pp. 9, 44; High- 
way Statistics, 1947, pp. 9, 50; U. 8S. Bureau of 
Public Roads, Highway Statistics, 1948, pp. 2, 
58; Highway Statistics, 1949, pp. 2, 42; and 
Highway Statistics, 1950, pp. 9, 70. 

* The figures shown in this column represent 
net motor fuel tax receipts for all states and 
the District of Columbia. 

** The figures shown in this column repre- 
sent total highway-user tax revenues for all 
states and the District of Columbia. Total 
highway-user tax revenues are the summation 
of revenues from motor fuel taxes, motor- 
vehicle registration fees, and motor-carrier 
taxes. 
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TABLE 4 
Net State Moror Fver Tax Receipts as A 
PerceNntTaGe Or Torar State Hicu- 
Way-User Tax Revenues, 
BY StTates, 1950 
(amounts in millions of dollars) 


Percentage 


of Total 
State 
Highway- 
User Tax 
Revenues 
from Net 
State 
Motor 
Fuel Tax 
Receipts 


Total 
State 
High- 
way- 
User 
Tax 
Reve- 


nues * 


Net 

State 
Motor 
Fuel Tax 
Receipts 


Alabama 34.0 $ 45.2 75.2% 
Arizona 10.9 154 708 
Arkansas ....... 23.7 32.7 72.5 
California .... 143.0 2413 593 
Colorado 21.2 28.6 74.1 
Connecticut ... 19.4 31.1 62.4 
Delaware 45 64 70.3 
Florida 546 796 68.6 
Georgia , 513 57.2 89.7 
Idaho 10.6 13.7 774 
Illinois 598 101.6 58.9 
Indiana . 66.6 63.8 
Iowa : 28.7 56.6 50.7 
Kansas 27.2 39.8 68.3 
Kentucky ...... 516 715 
Louisiana ...... 51.7 87.0 
Maine 18.7 66.3 
Maryland ...... 426 578 
Massachusetts .. 27. 37.2 74.5 
Michigan 92.5 52.9 
Minnesota .... 61.7 57.5 
Mississippi 33.1 78.6 
Missouri .... 39.7 52.9 
Montana ...... 15.6 66.7 
Nebraska ...... 32.4 738 
Nevada ........ 3. 48 66.7 
New Hampshire . f 93 548 
New Jersey .... 73.1 48.7 
New Mexico .. ‘ 20.1 716 
New York ...... 172.2 55.9 
North Carolina . 85.5 714 
North Dakota .. f 10.7 50.5 
Ohio id 131.9 61.0 
Oklahoma ...... 58.9 644 
CO ics 600% 45.2 62.0 
Pennsylvania 162.8 65.7 
Rhode Island .. 11.0 58.2 
South Carolina . 348 82.2 
South Dakota 126 548 
Tennessee .... 59.4 744 
yo Pree 158.0 59.0 
Utah 10.1 792 
Vermont ....... é 8.9 53.9 
Virginia 55.2 81.5 
Washington .... 59.7 67.2 
West Virginia .. 315 56.5 
Wisconsin 59.3 55.5 
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TABLE 4 (Continued) 


Percentage 
of Total 
State 
Highway- 
User Tax 
Revenues 
from Net 
State 
Motor 
Fuel Tax 
Receipts 


Total 
State 
High- 
way- 
User 
Tax 
Reve- 


nues * 


Net 
State 
Motor 
Fuel Tax 
Receipts 


State 


Wyoming 53 77 68.8 


Dist. of Colum- 
bia .. Pa 118 65.3 


Total $1,658.9 $2,587.1 64.1% 

Source: U. 8. Bureau of Public Roads, High- 
way Statistics, 1950, pp. 9, 70. 

* Total state highway-user tax revenues are 
the summation of revenues from state motor 
fuel taxes, motor vehicle registration fees, and 
motor-carrier taxes, 
per 1,000 population than is the con- 
sumption of gasoline per vehicle. 

Number of motor vehicles per 1,000 
population. It is probable that the two 
most significant factors having an in- 
fluence on the number of motor vehicles 
per 1,000 population are per capita in- 
come and density of population. Analy- 
sis of available data * indicates that per 
capita income is the factor that 
generally has the greater influence on 
automobile registrations, with states hav- 
ing the lowest per capita income being 
more likely to have lower motor vehicle 
registrations per 1,000 population than 
high income states. The population 
density factor is more pronounced in 
less densely populated areas; public 
transportation facilities are not as good 
there as in metropolitan areas, and 
heavily populated states, and highways 
are not as congested, the result being 
that there is not only more need for an 


3 Computed from: U. S$. Bureau of Public Roads, 
Highway Statistics, 1950, p. 16; U. S. Bureau of the 
Census, Statistical Abstract of the United States, 1951, 
pp. 29-31; and U. S. Bureau of Foreign and Domestic 
Commerce, Survey of Current Business, August, 1951, 
p. 18. 
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TABLE 5 
RANK ov THE States Accorpine to GAsoLINE CONSUMPTION PER 1,000 PopULATION 
AND Factors INeiveNcine Gasotine Tax Propuctivity, 1950 


Influencing Factors 





Gasoline —_————— - Gasoline Tax 
Consumption Motor Gasoline Tax Revenues 
per 1,000 Vehicles Consumption Rate per 1,000 
Population per 1,000 per Motor Population 
Population Vehicle 


Gallons Rank Number Rank Gallons Rank Cents Dollars Rank 
2 971 45¢ $20,180 
1 857 J 40 18,120 
4 J 18,430 

25 d ; 21,150 

145 J 12,090 
9 ; 13,510 
8 ' 17,660 

Idaho 3 ! 17,960 

Arizona ; y, 14,510 

Nebraska ‘ 35 f 18,040 

South Dakota 93, ; ‘ ; 10,500 

Kansas j 5: 14,270 

Delaware 3 “ 5. 14,050 

Iowa 7 ! , j 10,940 

Utah 35 9. ; 11,670 

Indiana ‘ } J 10,800 

Colorado ‘ ! 16,030 

Missouri ¢ ; ; 5,310 

Michigan : ( . 3: 7,680 

Washington ; J 16,870 

Florida 19,700 

Ohio ; 10,130 

Oklahoma J 16,970 

New Jersey ' 7,360 

Vermont i 12,780 

Dist. of Columbia .. , : 9,590 

Minnesota : ; 11,890 

Connecticut 

New Hampshire ... 

Wisconsin 

Maine 

Illinois 

Virginia 

North Dakota 

North Carolina .... 

Maryland 

Georgia 205 368 

Pennsylvania 201,640 

Rhode Island 200,946 

South Carolina .... 200,674 

Massachusetts 200,340 

Tennessee ......... 193,792 

Mississippi 

Louisiana 

Kentucky 

Arkansas 

West Virginia ¢ J ; 

Alabama 7 779 i 30 

New York 249 671 AS 47 


Wyoming 
Oregon 

New Mexico 
Texas 
California 
Montana 


COBONGOafkwne 
3 meres 


Done 


Sources: Computed from U. 8. Bureau of Public Roads, Highway Statistics, 1950, pp. 5, 9, 14, 
and 16; and U.S. Bureau of the Census, Statistical Abstract of the United States, 1951, pp. 30-31. 
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automobile but there is also more op- 
portunity to use one. Generally, each 
of these factors is significant by itself 
only in certain areas and in the absence 
of an extreme influence by the other 
factor. That is, per capita income ap- 
pears to be the significant factor in the 
southern states which are not at either 
extreme as to density of population and 
where the per capita income is lowest. 
On the other hand, density of popula- 
tion appears to be the dominant factor 
in the far west and northwest states 
which rank at least in the upper two- 
thirds of the states in per capita income 
but where population density is least. 


Gasoline consumption per motor 
vehicle. Various factors were tested to 
determine their influence on gasoline 
consumption per motor vehicle, includ- 
ing proportion of trucks in total motor 
vehicles, density of population, miles 
of high-type surfaced highways per 
100,000 motor vehicles, per capita in- 
come, and average retail gasoline price.* 

Since variations in the proportion of 
trucks in total motor vehicles, density 
of population, and high-type surfaced 
highways are of greater amplitude than 
variations in the other two factors, it 
can be concluded that, other things be- 
ing equal, fluctuations in per capita in- 
come and price of gasoline have but 
little influence upon the gasoline con- 
sumption per motor vehicle. 

The reason that per capita income, 
which is extremely important in de- 
termining motor vehicle registrations 
per 1,000 population, has but very slight 
influence in determining gasoline con- 
sumption per motor vehicle probably 
lies in the fact that in considering this 
factor there has been automatically 


4U. S. Bureau of Mines, Trends and Seasonal 
Variations in Factors Influencing Domestic Motor- 
Fuel Demand (Washington: 
Office, 1940), pp. 42-53. 
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selected for consideration only a certain 
proportion of the population. Thus, 
in states with low per capita income 
many poor people are eliminated as car 
owners, a fact which automatically 
creates a new class with a higher per 
capita income as consumers of gasoline. 
In addition, the physical limitations on 
the use of gasoline preclude its use 
above a certain level, regardless of the 
amount of income of the user. 

Within the range of the gasoline 
prices in 1950, and at prevailing price, 
wage, and employment levels, no sig- 
nificant relationship between the price 
of gasoline and motor fuel consumption 
per vehicle has been found. It is be- 
lieved that the price factor is not signifi- 
cant in influencing gasoline consump- 
tion because of the fact that the amount 
of depreciation, registration fees, in- 
surance premiums, and other expenses 
that continue whether or not the auto- 
mobile is driven a greater mileage loom 
so large in comparison with the small 
weekly differential paid for the gasoline. 

Of the other factors which are con- 
sidered to have greater influence upon 
the gasoline consumption per motor 
vehicle, i.e. proportion of trucks in total 
motor vehicles, density of population, 
and mileage of high-type surfaced high- 
ways, none was found to have a sig- 
nificant relationship. 

Many previous studies have estab- 
lished the fact that average gasoline 
consumption per mile, as well as average 
consumption per vehicle, is greater for 
trucks than for passenger cars. Thus, it 
is reasonable, in the absence of other 
conflicting elements, to expect the states 
having a large proportion of trucks to 
have a high consumption per vehicle. 
However, the states which have the 
greatest proportion of trucks to total 
vehicles are the least densely populated 
agricultural states and the low income 
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states, facts which suggest the wide use 
of the relatively economical small pick- 
up trucks as dual purpose family-busi- 
ness vehicles. This would tend to mini- 
mize the difference between over-all 
consumption rates of trucks and autos. 

Density of population and miles of 
high-type surfaced highways may each 
have conflicting effects on gasoline con- 
sumption under different conditions. 
For example, while the rate of gasoline 
consumption is higher in the heavy 
trafhc of urban centers, the convenience 
and accessibility of public transporta- 
tion reduces the total miles driven. In 
addition to the interaction of these 
factors, consideration must also be given 
to the small but unmeasured influence 
on the consumption of gasoline per 
vehicle of the number of two-car 
families, the number of months of bad 
weather, and the much larger effect of 
out-of-state tourist traffic. 


Rate of gasoline taxation. The gaso- 
line tax rates among the states and 
District of Columbia, as of January 1, 
1950, ranged from two cents in Missouri 
to nine cents in Louisiana, and the 
higher rates were dominant in the 


southern states. The median rate 
among the states was five cents. Factors 
determining the level of tax rates in the 
states are primarily political, in the 
sense they are the product of legislative 
discretion. Of course, the economic 
aspects cannot be ignored in reaching 
decisions as to the level of tax rate. 
While a large state with a large number 
of motor vehicles and a high consump- 


5 Both of these extreme rates were changed in 1952 
when the gasoline tax in Missouri was raised to three 
cents and the rate in Louisiana reverted to seven cents. 


6 Louisiana and Missouri are the only states where 
there is a constitutional limitation applied to the 
gasoline tax rate, in the sense that a constitutional 
amendment has to be secured before any change in 
the tax rate occurs. 
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tion of gasoline can derive a large 
amount of revenue from a low tax rate, 
another state with a small number of 
motor vehicles and a low consumption 
of gasoline may find itself unable to 
provide adequate highway facilities 
without a high tax rate. Again, a state 
may, in lieu of raising the tax rate, 
attempt to broaden the tax base and 
improve its administrative machinery 
(with particular attention to the grant- 
ing of tax exemptions or refunds and 
the problems of interstate shipments of 
gasoline) in order to attain more equity 
among taxpayers and also provide more 
revenue to the state treasury. 


STABILITY OF STATE GASOLINE 
TAX REVENUE 


Besides the inherent productivity of 
the state gasoline tax, the yield of this 
tax enjoys also a high degree of relative 
stability. Revenues from the gasoline 
tax generally fluctuate in the course of 
the business cycle, but far more moder- 
ately than many other tax receipts, 
especially net income and general sales 
and use tax revenues. Stability has 
traditionally been considered a desirable 
element in the revenue systems of state 
governments where the smaller size of 
their operations and their territorial 
limitations preclude them individually 
from assuming the responsibility of at- 
tempting to control national income 
fluctuations. For state governments, 
financial security depends substantially 
upon maintaining a close balance of 
receipts and expenditures. From this 
viewpoint, the consistent revenue flow 
of the gasoline tax is a virtue and an 
element essential to effective state bud- 
geting and adequate highway financing. 

The fact that state gasoline tax 
receipts as a percentage of total state 
highway-user tax revenues fluctuated 
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within very narrow limits during the 
period 1930-1950, as shown in Table 3, 
emphasizes the point that the gasoline 
tax revenue enjoys a high degree of 
relative stability, not only in relation 
to state income and sales tax receipts, 
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nature of the tax, thus contributes to 
the relative stability of gasoline tax 
collections. 


ELASTICITY OF STATE GASOLINE TAX 
REVENUE 


The capacity of a tax to produce a 


TABLE 6 
VARIATIONS IN Stave GasoviNe Tax Rares aNnp YIELD, 1930-1950 


Average State 
Gasoline 
Tax Rates * 
(in cents) 


in Average State 
Gasoline Tax 
Rates from 
Previous Years 


3.35¢ 
3.48 
3.60 
3.65 
3.66 
3.80 
3.85 
3.91 
3.96 
3.96 
3.96 
3.99 
3.99 
4.05 
4.06 
4.10 
4.16 
4.25 
435 
4.52 


4.65 


+ 3.9% 


Percentage Variation 


Percentage Variation 
in Net State 
Motor Fuel Tax 
Receipts from 
Previous Year 


Net State 
Motor Fuel Tax 
Receipts ** 
(in millions of 
dollars) 


$ 493.9 
536.4 
513.0 
518.2 
565.0 9.0 
616.9 92 


+ 86% 
686.6 +113 
+ 
+ 


44 
1.0 


756.9 10.2 
766.9 13 
816.4 65 
864.5 59 
951.0 + 10.0 
839.5 ~117 
654.9 22.0 
676.6 + 33 
778.7 + 15.1 
1,058.6 + 35.9 
1,199.7 +133 
1,343.0 +119 
1,466.2 } 
1,658.9 } 


9.2 
13.1 


Sources: Computed from Public Roads Administration, Highway Statistics, Summary to 1946 


(Washington: Government Printing Office, 1947), pp. 2, 3; Highway Statistics, 1947, 


p. 9; U. 8. 


Bureau of Public Roads, Highway Statistics, 1948, p. 2; Highway Statistics, 1949, p, 2; and High- 


way Statistics, 1950, pp. 9, 14. 


* These are weighted average rates for all states and the District of Columbia, based on the 


net gallons taxed. 
** Includes District of Columbia. 

but also within the state motor vehicle 
tax family. The gasoline tax is a 
specific tax; and although it is true that 
fluctuations in the general level of in- 
come and economic activity affect the 
total number of taxed gallons of motor 
fuels, which is the big determinant of 
gasoline tax yield, yet the impact of 
such fluctuations on income and sales 
tax receipts is greater and wider by far 
than in the case of gasoline taxes. This 
relative insensitivity of the gasoline tax 
yield to cyclical changes, due to the very 


greater yield in response to upward rate 
variations, together with the stability 
of the tax revenue, are two highly de- 
sirable elements if a tax is to be signifi- 
cantly productive. With the exception 
of the two depression years 1932 and 
1933, the recession year of 1938, and 
the two war years 1942 and 1943, as 
shown in Table 6, state motor fuel taxes 
yielded revenues proportionately higher 
than increases in average tax rates dur- 
ing the period 1930-1950. This differ- 
ential could be explained by the fact 
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that aggregate consumption of gasoline 
has been steadily increasing during this 
period due to the increase in number 
of motor vehicles in use. Nevertheless, 
it is reasonably clear that, at present 
income, employment, and price levels, 
the demand for gasoline is so inelastic 
that no tax increases within existing 
rate ranges will affect the demand for 
highway motor fuel to the point where 
it will measurably reduce the elasticity 
of the gasoline tax yield. 


STATE GASOLINE TAX LOAD 


Increases in state gasoline tax collec- 
tions from 1931 to 1950, due to the in- 
crease in average rate of taxation, and, 
even more, to the greater amount of 
highway use, were greater than increases 
in either population or total motor- 
vehicle registration. Consequently, as 
shown in Table 7, average tax per 
vehicle and average tax per capita were 
higher in 1950 than in 1931. Never- 
theless, total income payments to in- 
dividuals have increased more than state 
gasoline tax collections from 1931 to 
1950; and, as a result, the latter as a 
percentage of the former decreased 
from 0.86 in 1931 to 0.77 in 1950. 
This means that, although the tax has 
increased in relation to vehicle regis- 
trations as well as on a per capita basis, 
the tax load has been reduced in terms 
of its relation to income payments. 

Considerable differences exist, how- 
ever, as indicated in Table 8, among the 
states in the relative load of the gaso- 
line tax because of the variations in 
motor vehicle registrations, gasoline con- 
sumption per motor vehicle, tax rate, 
population, and the level of income 
payments to individuals among the 
states. Gasoline tax collections per 
registered motor vehicle in 1950 ranged 
from a low of $16.76 in Missouri to a 
high of $64.32 in Louisiana. On a per 
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capita basis, gasoline tax collections 
varied from $5.31 in Missouri to $21.15 
in New Mexico. Gasoline tax as a per- 
centage of income payments reached a 
low of 0.35 in New York and a high of 
1.87 in New Mexico. The higher per- 
centages of gasoline tax collections to 
income payments are found generally 
in the southern states, partly because of 
the relatively higher tax rates, and 
partly because of the relatively lower 
level of income in these states. 


TABLE 7 
State Gasotine Tax per Moror Veuicre, 
PER CAPITA, AND AS A PERCENTAGE OF 
INCOME PAYMENTS TO INDI- 
VIDUALS, 1931-1950 
(amounts in dollars) 


Tax asa 
Percentage 
of Income 
Payments 


Average 
Tax per 
Vehicle 


Average 
Tax per 
Capita 


1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 


Sources: Computed from Public Roads Ad- 
ministration, Highway Statistics, Summary to 
1945, pp. 3, 18; Highway Statistics, 1946, pp. 9, 
12; Woleey Statistics, 1947, pp. 9, 12; U. 8. 
Bureau of Public Roads, Highway Statistics, 
1948, pp. 2, 26; Highway Statistics, 1949, pp. 
2, 13; Highway Statistics, 1960, pp. 9, 16; U.S. 
Bureau of the Census, Statistical Abstract of 
the United States, 1961, p. 8; and U. 8. Bureau 
of Foreign and Domestic Commerce, Survey of 
Current Business, August, 1951, p. 18. The fig- 
ures shown in the table represent average tax 
per vehicle, average tax per capita, and tax as 
a percentage of income payments to indi- 
viduals, taking into consideration all states and 
the District of Columbia. 


$20.74 
21.26 
21.70 
22.64 
23.52 
24.37 
25.48 


$ 432 
4.11 


-oO 
SRE 
=~ 


eee ee 


2S OOO OO ot Be be ee SS 
> me 29 ofS 
PSENSESSRERS 


6.28 
4.89 
5.10 
5.89 
7.57 
8.37 
9.20 
9.87 
11.01 


coo 
SRB 


0.74 
0.77 
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TABLE 8 OUTLOOK FOR THE FUTURE OF STATE 

State Gasotine Tax per Moror Venuicre, ‘ ss 
per CAPITA, AND AS A PERCENTAGE OF GASOLINE TAX REVENUES 

Income PaYMENTs TO INDI- . : . 

<eean, oe Gee, TS The main purpose in this forward 
lameemnte ta, deliees) view is not to forecast what the actual 
- T consumption of gasoline will be in the 
ax asa 


a sv he Percentage future but rather to note, on the basis 
State ax per ax per ‘ ‘ rrr 
Vehicle Capita ©! Imeome — of past experience, the possibilities of 


Payments 
aecemren - ee — future revenues to the states from gaso- 
pony 1451 117. line taxation. The number of motor 


Arkansas ...... 50: 12.42 151 vehicles in use has tended to increase in 
Colormdo...... «3821 1803-115 PFOportion to population, but not rela- 
Connecticut .... 2731 9.65 O54 tively as much as it did in previous 
ary ag enaere .- yn a periods, particularly from 1920 to 1930 
Georgia ||...... 5780 14.90 1.56 or from 1945 to 1950. Future in- 
Idaho .......... 3963 17.96 1.43 creases in the use of motor vehicles will 
we woe a pet. A. oo probably be more apparent in states 
Iowa 2706 10.94 0.78 with relatively low incomes than in 
—.. eas o = ry 7 wealthier states, since in the former in- 
Louisiana ...... 6432 1675 161 come is rising at a relatively higher 
Maine ......... 4545 13.58 1.15 rate. Although there are some varia- 
Maryland ...... 36.17 10.48 0.67 : : ‘ ° 

Massachusetts .. 21.85 5.90 0.37 tions in gasoline consumption per 


Michigan ...... 2031 7.68 0.49 vehicle among the states, the curve 


Minnesota 30.63 11.89 0.89 representing motor fuel consumption 
Mississippi ..... 5452 11.94 1.70 MEET P 
Missouri ....... 16.76 531 0.38 per vehicle for all states over the past 


Montana ...... 4029 = 17.66 Lit 20 years is fairly level, and there is no 


Nebraska ...... 42.38 18.04 1.22 + ae EtG ‘ ‘ . : , 
eaetcie 04 218 108 indication that it will shift materially in 


New Hampshire 30.21 9.58 0.74 the future from its present position. 
New Jersey .... 22.74 736 0.43 : of ote . —S 
oi.’ ae ee 137 There is a possibility of increase in 
New York 26.05 6.49 0.35 the rates of gasoline taxation, especially 
North Carolina . 58.93 15.01 1.57 in those states having rates less than 


N akota .. 989 8.76 0.69 ‘ 
eng wunete jars Bt 084 five cents, which has been the approxi- 


Oklahoma a2 eas i mate median for all states in recent 
Oregon 41.3 Ae 2 3 oh : + 

hana po om years. On these bases, receipts from 
Rhode Island .. 2562 802 051 motor fuel taxes will probably be 


South Carolina . 50.16 13.50 161 reater in the comin ears than at 
South Dakota .. 2389 10.50 0.82 8 8 Y 


Tenmansee 52 54 13.44 140 present, but the rate of increase does 
3184 12.09 0.95 not promise to be as great as it was in 


Utah .......... 3308 1167 0.92 4 
Vermont ....... 4058 1278 1.07 the last two decades. 


Virginia . .. 8965 13.55 1.18 TIn this connection, it is assumed that there will 
Washington .... 4444 16.87 1.04 be no severe or prolonged economic depression, that 
West Virginia .. 37.40 8.86 O84 there will be no general war which might substantially 
Wisconsin 27.78 9.59 0.67 curtail civilian motor fuel supply, that there will be 
Wyoming 37.13 18.12 1.19 no radical changes in the efficiency of automobile 
Dist. of Colum- engines, and that any new and more efficient motor- 
bia : __ 959 _—0.49 fuel which might replace gasoline as the motive 
Averages ... $34.16 $11.01 0.77% power for motor vehicles will be taxed at compar- 

. / able rates. 





THE ADMINISTRATION COST OF THE 
SYRACUSE SALES TAX 


JOSEPH F. ZIMMERMAN * 


Introduction 


YRACUSE, New York, in common 
with most cities in its population 
class (225,000), was confronted with 
increased expenditures commitments 
following the end of World War II. 
The immediate financial crisis was pre- 
cipitated by the Teachers’ Salary Law 
of 1947, passed by the state legislature, 
which made mandatory salary increases 
for teachers. Coupled with this were 
sharply increased estimates of regular 
departmental costs for the year 1948. 
The state legislature came to the aid 
of the counties and the municipalities 


by passing the Permissive Tax Law of 


1947.' All counties, except a county 
entirely within a city, and cities with 
over one hundred thousand and less 
than one million population were au- 
thorized to impose any or all of a pre- 
scribed list of taxes. Syracuse adopted 
a 2 per cent retail sales tax effective 
March 1, 1948. The rate of the tax 
was reduced to 1 per cent effective 
March 1, 1949. Political pressure was 
successful in achieving the abolition of 
the tax effective March 1, 1950. Sub- 
sequently, the need for additional rev- 
enue was felt, and the retail sales tax 
was reimposed at a 2 per cent rate ef- 
fective January 1, 1952. 


Lack of Adequate Data 


Adequate data relating to the admin- 
istrative cost of municipal sales taxes 


* The author is an instructor in the Department 
of Economics at Worcester Polytechnic Institute. 

1 Laws of New York. 
278. 


170th Sess., 1947, chap. 


are not available. In many cities exist- 
ing municipal departments administer 
the sales taxes. This makes the process 
of gathering valid data on the adminis- 
trative cost of these taxes exceedingly 
difficult since the administration of 
these sales taxes is intermixed with the 
other functions performed by these de- 
partments. Studies of the administra- 
tive cost of sales taxes in these cities are 
of questionable accuracy because the 
cost data include estimates of the time 
devoted to the administration of the 
sales taxes by municipal personnel who 
also perform other municipal duties. 
Such personnel costs are often under- 
estimated. 


A second defect of many studies has 
been their neglect of collection and en- 
forcement procedures. Low collection 
costs, instead of indicating administra- 
tive efficiency, actually may be indica- 
tive of lax collection and enforcement 
procedures. Therefore, it is necessary 
to analyze briefly the administrative 
procedures before turning to a con- 
sideration of the cost data. 


Administration of the Sales Tax in 
Syracuse 


Fortunately the administrative situa- 
tion is different in Syracuse as regards 
the availability of data relative to the 
actual expenditures made in the admin- 
istration of the retail sales tax. A Bu- 
reau of Sales Tax was established within 
the Department of Finance to admin- 
ister the sales tax. The Bureau com- 
pletely administers the tax. No other 
municipal agency or department per- 
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forms any function relative to the ad- 
ministration of the sales tax except the 
Department of Finance which exercises 
general supervision over the Bureau. 


Although exercising general super- 
vision over the Bureau of Sales Tax, the 
Department of Finance in no way is in- 
volved directly in the administration of 
the tax. Hence, it is possible to deter- 
mine accurately the costs incurred in 
the administration of the sales tax in 
Syracuse. 

Returns are filed and taxes are paid 
quarterly. Returns are scrutinized by 
the Bureau of Sales Tax. Whenever 
the Bureau becomes suspicious of par- 
ticular returns, the records of these 
vendors are subjected to a spot check 
in the field. 

Provision is made by local law for a 
compensating use tax. The Bureau 
subscribes to the Daily Record Sheet, a 
record of all legal proceedings and 
transactions in the city of Syracuse 
published daily by the Spaulding Mer- 
cantile Agency, Inc. The Daily Rec- 


ord is examined closely in order to de- 


transactions are 
subject to the retail sales tax or the 
compensating use tax. Those who have 
incurred a tax liability are notified and 
are requested to make payment of the 


tax to the Director of Sales Tax. 


termine what legal 


The collection of the sales tax on 
automobiles sold by dealers is relatively 
easy, but the collection of the tax on 
the sales of automobiles by individuals 
is much more difficult. 
signs one man to check automobile 
registrations at the Motor Vehicle Bu- 


The Bureau as- 


reau. Four other men are assigned to 
the collection of delinquent taxes. 
Return forms are mailed automati- 
cally to vendors, who are registered 
with the Bureau, every ninety days. 
The completed forms and tax payments 
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must be sent to the Bureau within 
twenty days. During each quarter 
there are approximately seven to eight 
hundred delinquent returns and tax 
payments. Bureau personnel, who are 
assigned to the collection of delinquent 
taxes, also spot check the records of all 
vendors. 

The above summary represents the 
extent of the effort to collect the retail 
sales tax and the compensating use tax 
in Syracuse. The administrative cost 
of the 2 per cent retail sales tax in 
Syracuse in 1953 was 1.44 per cent of 
revenue collected. The tax produced 
$3,931,421.31 in revenue and adminis- 
trative expenses totaled $56,896.65.” 


Conclusions 


Syracuse has represented a municipal 
sales tax laboratory. The problems 
Syracuse has encountered in the admin- 
istration of a retail sales tax are similar 
to those encountered in the administra- 
tion of retail sales taxes in other cities 
in its population class. The independ- 
ence of the Bureau of Sales Tax, which 
permits the gathering of valid data on 
administrative expenses, the reasonably 
strong collection and enforcement pro- 
cedures make Syracuse unique among 
municipalities with a retail sales tax. 

It would appear reasonable to con- 
clude that administrative cost as a per 
cent of revenue produced in Syracuse 
in 1953 provides a reasonably accurate 
standard against which the administra- 
tive cost of established 2 per cent retail 
sales taxes in other cities could be com- 
pared provided collection and enforce- 
An ad- 
ministrative cost of 1.44 per cent of 
revenue produced, considering the col- 
lection and enforcement procedures, is 
indicative of reasonably efficient ad- 
ministration. 


ment procedures are similar. 


2 Department of Finance. City of Syracuse, New 


York. 
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1955 Conference Program 


The annual conference scheduled for Detroit on October 17 to 21, 
with headquarters at the Statler Hotel, will feature outstanding edu- 
cational and entertainment programs plus an opportunity to drive 


a new car home from the factory. 


General sessions on Michigan’s business taxes (including its famous 
new “business receipts” tax), highway financing, intergovernmental 
fiscal relations, and fiscal policy and the defense program are sched- 
uled on the current version of the program. Nine round tables will 
cover various aspects of property taxation, local nonproperty tax 
revenues, federal and state net income taxes, and other subjects. 
A preliminary program will be distributed some time in September. 


The entertainment opportunities in and around Detroit are out- 
standing. Several of the world’s largest corporations will open their 
plants, museums, and other world-famous attractions to the delegates, 
and there will be numerous diversions for the ladies during the ses- 
sions. Under the chairmanship of Alan Gornick, the Local Arrange- 
ments Committee will make this an occasion that will be enjoyed by 
all who attend. 

If you wish to drive a new car home, it is reeommended that you 
see your local dealer as soon as convenient and at least a month before 
the conference opens. 

Ronatp B. WeELcu 
Secretary 














NATIONAL TAX ASSOCIATION 
Organized 1907 — Incorporated 1930 
OBJECT. The National Tax Association is a non-political, non-sectarian, 


and non-profit-making educational organization. Its object, as stated in its 
certificate of incorporation, is to educate and benefit its members and others by 
promoting the scientific study of taxation and public finance; by encouraging 
research; by collecting, preserving, and diffusing scientific information; by 
organizing conferences; by appointing committees for the investigation of spe- 
cial problems; by formulating and announcing, through the deliberately ex- 
pressed opinion of its contcrences, the best informed thought and ripest adminis- 
trative experience available; and by promoting better understanding of the 
common interests of national, state, and local governments in the United 
States and elsewhere, in matters of taxation and public finance and interstate 
and international comity in taxation. 


MEMBERSHIPS. The Association wétomes to its membership, for 
mutual discussion and deliberation, all who may be interested in taxation and 
public finance generally. Annual dues are: memberships for individuals under 
35 years of age, $5; memberships for government agencies and educational in- 
stitutions and their personnel (provided they receive more than half of their 
income from such employment), $10; memberships for other individuals and 
organizations, $15; sustaining memberships, $100 to $1,000. 


PUBLICATIONS. The Nationat Tax JourNat is published quarterly 
in March, June, September, and December. Proceepincs of the annual con- 
ferences on taxation which are sponsored by the Association are published soon 
after the meetings. The JouRNAL and the ProceepINGs are sent to members 
without charge. To non-members the price of the JOURNAL is $5.00 per year, 
single numbers, $1.50. The prices of po PROCEEDINGS vary; that of the 1954 
volume is $10.50. 





Applications for membership, orders for publications, ad general inquiries 
should be addressed to Ronald B. Welch, Secretary, National Tax Association, 
P.O. Box 1799, Sacramento 8, California. 


OFFICERS 


Rosert S. Foro, University of Michigan, President 

WituiaM F. Conne-y, J. William Hope & Co., Bridgeport, Vice President 
Ronacp B. WELCH, State Board of Equalization, California, Secretary 

E. L. Baicxnouse, Guaranty Trust Company of New York, Treasurer 


EXECUTIVE COMMITTEE 
The above officers ex-officio, the two ex-presidents who have last held office, 
twelve elected members, and two honorary members 


Elected Members Ex-Presidents 





H. KENNETH ALLEN, University of Illinois 

WittiaM G. Bone, Saugus, California 

StanLey J. Bowers, Ohio Tax Commissioner 

J. D. Dunn, Oklahoma Tax Commission 

E. M. Exvxin, Westinghouse Electric Corp., Pitts- 
burgh 

Ricuarp B. Goopg, International Monetary Fund 

Aan L. Gornickx, Ford Motor Co., Dearborn 

Haroip M. Groves, University of Wisconsin 

Joun P. Morcan, Sun Oil Co., Dallas 

A. G. Quaremsa, City Bank Farmers Trust Co., 


New York 

J. L. Reurrer, Southwestern Bell Telephone Co., 
St. Louis 

Eucene G. SHaw, Commissioner of Revenue, North 


Carolina 


H. Crype Reeves, Stephens College, Columbia, Mo. 
Joun L. ConNotiy, Minnesota Mining & Manu- 
facturing Co., St. Paul 


Honorary Members 
A. KennetH Eaton, Department of Finance, Do- 
minion of Canada 


Pump T. Crarx, Controller of Revenue, Province 
of Ontario 





